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INTRODUCTION
Purpose and Scope
The purpose o f  th is  study is to trace the o r ig in  and growth of  
the Montana Ind iv idua l  Income Tax, to analyze i t ,  and to make recommen­
dations fo r  Improvements. i t  is hoped th a t  th is  study w i l l  determine  
ways in which to make the Montana Income Tax more e f f e c t i v e  in terms of  
taxpayer compliance, adm in is t ra t ion  by the s t a t e ,  revenue p o t e n t i a l ,  
and to the extent allowed by the previous c r i t e r i a ,  fa i rness  to the 
taxpayer. In th is  regard, questions o f  the equity  of  the Montana Income 
Tax are considered; however, the main emphasis and overr id ing  fa c to r  is 
that  o f  p r a c t i c a l i t y .  Equity considerat ions are assumed to  be b a s ic a l ly  
the concern of  the federal  government because of  the p r o h ib i t iv e  costs 
to the s ta te  of  administer ing and aud i t ing  any special Montana features  
designed to make the tax more e q u i ta b le .
The federal  government has seen f i t  to Include numerous special  
features in the In terna l  Revenue Code and can be reasonably expected 
to continue th is  p ra c t ic e .  The increasing complexity of the federal  
law would seem to provide an impetus to the states to reexamine t h e i r  
own income tax laws in the hope of  providing some r e l i e f  to t h e i r  ta x ­
payers as well as t h e i r  own a d m in is t ra t iv e  and au d i t ing  funct ions.  
Studies along th is  l in e  fo r  the s ta te  o f  Montana have been n e i th e r  
extensive nor d e ta i le d .  E s se n t ia l ly  studies o f  the Montana Income Tax 
have been l im ited  to two s tudies ,  the Montana Tax Study of 1966 and the 
Montana Fiscal A f f a i r s  Study of  1970, conducted by the Bureau of
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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Business and Economic Research a t  the U n iv ers i ty  o f  Montana a t  the 
d i re c t io n  o f  the Montana Le g is la tu re ,  Both o f  these studies d e a l t  with  
the broad spectrum o f  a l l  types o f  tax revenues, as wel l  as s ta te  and 
local expenditures, with property taxat ion  receiving heavy considerat ion.  
Concerning the income ta x ,  the emphasis o f  these studies seemed to be on 
fa i rn e s s ,  e q u i ty ,  and p ro g re s s iv i ty .
Because o f  the increasing complexity o f  the tax  laws and the
lack o f  study on the Montana Income Tax, a need fo r  fu r t h e r  study would 
seem to be j u s t i f i e d .  In a d d i t io n ,  the income tax is now Montana's 
largest  s ingle  source o f  revenue and i t s  importance is fu r th e r  increased 
by the large number o f  people who are d i r e c t l y  a f fec ted  by i t .  Also,  
during the recent 1971 Leg is la tu re  several proposals fo r  changes in the 
income tax law were Introduced and discussed. This current in te re s t  
in the Montana Income Tax would seem to enhance f u r t h e r  the need fo r  
such a study.
Ljmi tatiOns
There are seyeral l im i ta t io n s  with  regard to the scope of  th is  
study. F i r s t ,  corporate taxat ion  as wel l  as taxa t ion  o f  estates and 
t rus ts  w i l l  not be considered. The study is l im i te d  to taxat ion o f  the 
ind iv idual  and unless otherwise s ta te d ,  a l l  references to  the income
tax should be considered as r e la t in g  to  the indiv idual  income tax .
Second, the d e s i r a b i l i t y  o f  the income tax  as opposed to  any 
other  methods o f  taxat ion  w i l l  not be considered. This study is l im i te d  
to the improvement o f  the income tax  and does not go in to  matters o f  
tax  burden or  d e s i r a b i l i t y  or  equity  o f  a l t e r n a t e  methods of  ta x a t io n .
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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In th is  regard, consideration is not given to the f ix in g  of p a r t i c u l a r  
rates although explanatory comments on revenue pro ject ions are included  
as wel l  as comments concerning the general revenue po ten t ia l  o f  par­
t i c u l a r  methods o f  income ta x a t io n .  These comments w i l l  genera l ly  be 
l im i te d  to discussion of tax  bases, and the genera l ly  accepted d e s i r ­
a b i l i t y  o f  a large tax  base. Whether or  not the income tax  is the most 
e f f e c t i v e ,  e f f i c i e n t ,  and equ itab le  method of  providing Montana with  
her needed revenue is a question to be resolved elsewhere. Some general  
explanatory comments on Income taxa t ion  w i l l  be Included to provide the  
reader w ith  a b r i e f  h is to ry  o f  the tax .
Th ird ,  ad m in is t ra t ive  organizat ion Is not w i th in  the confines  
of  th is  study. Considerations o f  ease o f  admin istra t ion and costs o f  
administrat ion w i l l  be included, but the actual adm in is t ra t ive  organi­
za t iona l  s tructure  is deemed to be outside the scope o f  th is  study. 
B a s ic a l ly ,  ad m in is t ra t ive  considerations in th is  paper are l im i te d  to 
adm in is t ra t ive  convenience and of  cost sayings to  be rea l ized  by th a t  
convenience.
Fourth, g e n e ra l ly ,  the materia l  in the te x t  can be considered 
as l im i te d  to December 31 ,  1970j however, a few important developments 
occurring in the f i r s t  months of 1971 have been considered and mentioned 
in the paper. S p e c i f i c a l l y ,  ce r ta in  l e g is la t io n  concerning the Montana 
Income Tax and act ion  in the courts concerning s ta te  sovereignty and 
In te rna l  Revenue Code Conformity w i l l  be reviewed.
Défin i  t ions of  Terms
Conformity; the method used by the states  to  key t h e i r  income 
t a x  law to the federal  law. I t  is an implied measurement o f  the
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
s i m i l a r i t y  o f  a s t a te 's  income tax to the In terna l  Revenue Code.
Compliance costs: those costs in time and money incurred by
taxpayers to keep the necessary records fo r  t a x a t io n ,  to f i l e  t h e i r  
income ta x ,  and to remit the tax.
Administra t ive  costs; those costs Incurred by government to  
levy and c o l le c t  the tax .
Income s p l i t t i n g :  the method whereby married taxpayers combine
t h e i r  individual Incomes and then assign h a l f  to each fo r  income tax  
purposes.
Tax base; the d o l la r  amount o f  items which are subject to income 
taxa t ion .
Percent o f  Federal Tax Method: the method o f  income taxat ion
whereby the s ta te  income tax l i a b i l i t y  is determined by taking a 
percentage o f  the heretofore determined federal  income tax l i a b i l i t y  
which may undergo some adjustment and modif icat ion  from the actual  
federal  tax l i a b i l i t y .
Federal Adjusted Gross Income Less Deductions Method: the method
of  income taxat ion whereby the base fo r  the s ta te  income tax  l i a b i l i t y  
is the federal adjusted gross income, l in e  18 on the 1970 federal  return  
1040, less itemized deductions and possibly exemptions.
Federal Adjusted Gross income Method; the method o f  income 
taxat ion  whereby the base fo r  the s ta te  income ta x  l i a b i l i t y  is the 
federal  adjusted gross income.
Research Method
The research method used in th is  study is one la rg e ly  o f  review
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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and analysis  o f  the s ta te  income tax laws. Numerous books, p e r io d ic a ls ,  
and government publ icat ions were consulted as w e l l .  In a d d i t io n ,  a 
ce rta in  amount o f  d i r e c t  information was obtained from the Montana State  
Board o f  Equal iza t ion .
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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CHAPTER I 
INCOME TAX DEVELOPMENT
A few thoughts about income taxat ion  are in order before pro­
ceeding into more d e ta i le d  data.  "Taxes are the p r ice  we pay fo r  our 
c i v i l i z e d  s o c ie ty ,"  wrote Just ice  O l iv e r  Wendell Holmes. The income 
tax  Is probably a unique form of tax In th a t :
Few taxes have a more re a d i ly  appreciated impact upon the taxpayer  
than those upon his income. Ind iv idua l  income is more than ju s t  
the means of  supplying bread and b u t te r  to the fam ily  ta b le .  I t  
c o n s t i tu te s ,  as w e l l ,  a symbol o f  socia l s ta tu s ,  and i t  is not 
surpris ing  that  taxes lev ied upon income become extremely contro­
v e rs ia l  measures, e s p e c ia l ly  when lev ied a t  rates graduated accord­
ing to the amount o f  income.
An income tax is chosen as a method of  taxat ion  fo r  a v a r ie t y  of  
reasons. F i r s t ,  i t  Is a log ica l  way to go about ra is ing  revenue as a l l  
tax revenues come out o f  income d i r e c t l y  or in d i r e c t ly  anyway. The 
income tax  is a f l e x i b l e  tax source that  is very conducive to special  
functions and motives as witnessed by the mult i tude of special features  
in the current In te rna l  Revenue Code. In th is  regard, money can be 
direc ted  towards desired areas,  fo r  example the investment c r e d i t  
provis ion of l a t e  or  the current and long time deduction fo r  c h a r i ta b le  
c o n t r ib u t io n s .
Speaking o f  the emergence of the income ta x ,  D. 0. Kineman wrote 
in 1909, th a t ,
V o r r e s t  H. Anderson, Executive Budget State o f  Montana (Helena: 
State  o f  Montana, 1971),  p. 40.
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. . .  people have turned to an income tax because they be l ieve  
in the theory that  ind iv idua ls  should co ntr ibu te  to  the support of  
the government according to a b i l i t y  and th a t  income is the most ju s t  
measure o f  such a b i l i t y .  They expect success because they are pos­
sessed o f  the c h a r a c t e r is t i c  American optimism, and know l i t t l e  o f  
the d i f f i c u l t i e s  o f  administering such a law.
Regardless of  the reasons fo r  i t s  s t a r t ,  the fa c t  remains that  
the income tax is w i th  us in some fo r t y - th r e e  states and there are 
numerous adm in is t ra t ive  problems tha t  have accompanied i t s  growth as 
w i l l  become qu ite  evident throughout the remainder o f  the paper.
Before proceeding w ith  the development o f  the s ta te  income ta x ,  
the perspective o f  the remainder o f  the te x t  should again be made c le a r .  
Regardless as to why or  how the income tax began, i t  is the point o f  
view o f  th is  paper, as expressly stated e a r l i e r ,  that  matters o f  equ ity  
are p r im a r i ly  l e f t  up to the federal  government. The ro le  o f  the income 
tax  on the s ta te  level  is not ex act ly  the same as the ro le  o f  the tax on 
the federal  le v e l .  As was pointed out In one book, "on the s ta te  and 
locql l e v e l ,  the basic purpose o f  taxat ion  is simply to ra ise the funds 
to finance governmental expenditures."  i t  Is w ith  th is  In mind th a t  
we proceed with  income tax development in the s ta te s .
Hawaii lev ied i ts  income tax in 1901 w h i le  s t i l l  a t e r r i t o r y ,  
but the f i r s t  s ta te  to levy an income tax successful ly  was Wisconsin 
in 1911. Wisconsin's success has been la rge ly  a t t r ib u t e d  to three  
ad m in is t ra t ive  fea tu res— (1) c e n t ra l i z e d  s ta te  c o n t ro l ,  C2) personnel 
selected through a mer i t  system, and (3) the required use of  information
^Clara Pennlman and Walter  W, H e l l e r ,  S tate Income Tax Administra-  
t ion ( B r a t t 1eboro, Vermont: Vermont P r in t in g  Company, 1959), p . 5.
3
John H. Wicks, e d . ,  Montana Tax Study ( P i t k i n ,  Colorado: P i tk in
Publishing Company, 1966), p. 2.
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at  source returns fo r  wages, in t e r e s t ,  d iv idends, and so f o r t h .
Before 1920, e ight  more states  had jo ined Wisconsin w ith  another  
f i v e  states fo l lowing s u i t  during the 192G's. During the 1930 's the 
major push fo r  income taxat ion  was evidenced by seventeen states  enact­
ing the tax .  There was then a lag in s ta te  adoption o f  the income tax  
u n t i l  1961 when West V i r g in ia  adopted the income tax .  At the end o f  1970, 
fo r t y - th r e e  states had an indiv idual  income ta x .  The most recent states  
enacting the tax include Maine and I l l i n o i s  which adopted t h e i r  Income 
taxes in 19&9, and Pennsylvania and Rhode Island w ith  t h e i r  income taxes 
becoming e f f e c t i v e  fo r  tax years ending a f t e r  December 31, 1970, and fo r  
tax  years beginning a f t e r  December 31, 1970, through June 30, 1971, 
respect ive ly .  However, of  these fo r t y - t h r e e  s ta te s ,  New Hampshire and 
Tennessee tax income from in tangib les o n ly ,  the Connecticut tax  is on 
only c a p i ta l  gains, and the New Jersey tax lev ies  only New York r e s i ­
dents working in New Jersey^
In recent action by those states without a s ta te  income ta x ,  
Washington voters turned down a proposed income tax  November 3 ,  1970; 
a proposed income tax in South Dakota f a i l e d  to pass in the Leg is la tu re  
in March o f  1971; and, in Ohio a personal income tax  was introduced 
into the General Assembly on March 16, 1971.^
There seems to be a c le a r  trend toward s ta te  adoption o f  the  
income tax  and, in a d d i t io n ,  in those states w ith  an e x is t in g  income
^Pennlman and H e l l e r ,  S tate  Income Tax A dm inis tra t ion ,  p. 1.
^State  Tax Guide Report B u l le t in  13 (March 31, 1971) (Englewood 
C l i f f s ,  New Jersey; Prent ice  H a l l ,  1971), pp. 1-4.
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ta x ,  the trend is toward increasing rates and increasing r e l a t i v e  reve­
nues as opposed to o ther  s ta te  taxes. See Table 1. For data on in d i ­
vidual s ta te  Income tax ra te s ,  see Appendix I I .
Another d isce rn ib le  trend of  s ta te  income taxes is one o f  in ­
creasing conformity to the federal  law. Most o f  the federal laws and 
the changes in those laws ev entua l ly  seem to be incorporated in to  the 
s ta te  income tax laws although often there is a considerable lag .  Each 
s t a te 's  use of  federal  Income tax  rules is d e ta i le d  in Appendix I and 
the corresponding notes. As can be determined from Appendix i ,  n ine­
teen states fo l low  a general method of  conformity. Some twenty-seven
states use a spec i f ied  f ig u re  from the federal  income tax return as a
6
computation s t a r t in g  po in t .  The present level  o f  conformity has come 
a long way since 1959 when only  Iowa, Kentucky, Vermont, and Montana 
followed th is  p ra c t ic e .^
Gj b i d . . p. 213.
^Pennlman and H e l l e r ,  S tate  Income Tax A dm in is tra t ion ,  p. 237.
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STATE TAX REVENUES 
(Ail Figures in Mil l ions)
Year Total
Individual 
1ncome 
Taxes Percent
Corp.
Income
Tax Percent
Sales & 
Gross 
Rec. Percent Prop. Percent Other Percent
1902 $ 156 $ 28 18 $ 82 53 $ 46 29
1927 1,608 $ *70 ' 4 $ 92 6 445 28 370 23 631 39
1932 1,890 74 4 79 4 726 38 328 17 683 36
1940 3,313 206 6 155 5 1,852 56 260 8 840 25
1942 3.903 249 6 269 7 2,218 57 264 7 903 23
1946 4,938 389 8 442 9 2,803 57 249 5 1,055 21
1948 6,742 449 7 585 9 4,042 60 276 4 1,340 20
1952 9,857 913 9 838 9 5,730 58 370 4 2,006 20
1958 14,918 1,544 10 1,018 7 8,750 59 533 4 3,073 21
1964 24,243 3,415 15 1,695 7 13,957 58 722 3 4,454 18
1965 26,125 3,657 14 1,928 7 15,059 58 766 3 4,714 18
1966 29,380 4,288 15 2,038 7 17,044 58 834 3 5,176 18
1967 31,927 2,909 15 2,227 7 18,575 58 862 3 5,354 17
1968 36,400 6,231 17 2,518 7 20,979 58 912 3 5,760 16
0
1
Source: H istorical S ta t is t ic s  of the United States, Colonial Times to
Commerce, Bureau of the Census, I960).  Governmental Finances
Issues (U.S. Dept, of Commerce, Bureau of the Census.)
1957 (U.S. Dept, of 
in 1958 and subsequent
CHAPTER I I 
THE CONFORMITY PRINCIPLE
C o n f o r m i t y  Is  th e  method o r  th e  p r i n c i p l e  o f  k e y in g  t h e  s t a t e  
income t a x  t o  th e  I n t e r n a l  Revenue Code. I t  wou ld  appear  t h a t  co n fo rm ­
i t y ,  in  some degree o r  a n o t h e r ,  i s  becoming g e n e r a l l y  a c c e p te d ,  b u t  
is  n o t  w i t h o u t  opponents  and v a l i d  arguments  a g a i n s t  i t .  The main 
arguments  a g a i n s t  c o n f o r m i t y  c e n t e r  a round th e  i n t e r r e l a t e d  concep ts  
o f  lo ss  o f  s t a t e  s o v e r e i g n t y ,  s t a t e  revenue dependency upon th e  f e d e r a l  
government th ro u g h  th e  f e d e r a l  t a x  la w ,  e q u i t y  t o  t h e  t a x p a y e r ,  and 
th e  concep t  d e a l i n g  w i t h  c o n s t i t u t i o n a l  p rob lems and a rgum ents .
The f i r s t  t h r e e  concep ts  a re  so i n t e r r e l a t e d  th e y  sh o u ld  perhaps 
be d isc u s s e d  t o g e t h e r .  A l l  o f  th e se  co n cep ts  a re  concerned w i t h  the  
r e t e n t i o n  by th e  s t a t e  o f  a c o n t r o l  o v e r  i t s  own a f f a i r s .  C o n fo rm i t y  
i s  by d e f i n i t i o n  th e  use o f  f e d e r a l  law f o r  s t a t e  pu rpo se s .  When t h i s  
i s  done ,  t h e  a v a i l a b l e  a l t e r n a t i v e s  t o  th e  s t a t e  a re  l i m i t e d .  S ta te  
and f e d e r a l  o b je c t i v e s ,  may n o t  a lways be th e  same and when a s t a t e ' s  
s o v e r e i g n t y  is  le s s e n e d ,  p o l i c y  c o n f l i c t s  w i l l  i n e v i t a b l y  r e s u l t .  T h is  
in  i t s e l f  wou ld  seem t o  q u e s t i o n  th e  wisdom o f  c o n f o r m i t y  t o  t h e  I n t e r ­
na l  Revenue Code. In a d d i t i o n ,  any s p e c ia l  f e a t u r e s  des igned  t o  make 
t h e  t a x  more e q u i t a b l e  t o  th e  ta x p a y e rs  o f  t h e  s t a t e  can n o t  be i n t r o ­
duced i f  a c o n f o r m i t y  p r i n c i p l e  i s  f o l l o w e d ;  o r  i f  s p e c ia l  f e a t u r e s  a re  
i n t r o d u c e d  i t  i s  a t  t h e  expense o f  c o n f o r m i t y .
When a s t a t e  lose s  i t s  s o v e r e i g n t y ,  i t s  a b i l i t y  t o  make th e  law
- 1 1 -
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i t s e l f ;  revenue dependency, in some degree or  another, Is the r e s u l t .
Such dependency on the federal  government d i f f e r s  la rge ly  with  the income 
tax methods employed by the s ta te  as w i l l  be pointed out in a l a t e r  
section.  General ly ,  however, i t  can be said that  any changes in the 
In ternal  Revenue Code may have a substant ia l  e f f e c t  on the amount o f  
revenue to be rea l ized  by a s ta te  that  bases i t s  income tax on th a t  law.
A d i f f i c u l t y  arises, e s p e c ia l ly  fo r  the s ta te  that  bases i ts  law on the 
current In ternal Revenue Code and therefore  au tom at ica l ly  includes any 
changes in the law. For th is  s t a t e ,  d i f f i c u l t y  in pro ject ion  o f  reve­
nues and in providing fo r  s ta te  revenue needs is the r e s u l t .  Presumably, 
i f  the Legis la ture  was not in session in a year tha t  the federal  govern­
ment made materia l changes in the In terna l  Revenue Code, the s ta te  
could be caught high and dry w ithout enough revenue to meet expenditures  
or in a s i tu a t io n  w ith  non-budgeted excess revenues. This unnecessary 
v a r ia t io n  o f  revenue creates d i f f i c u l t i e s  and could necessita te  the 
c a l l in g  o f  a special session o f  the Legis la ture  at  wasted time and expense 
to the c i t izen s  of  the s ta te .  I t  would also be d i f f i c u l t  fo r  adminis­
t ra to rs  to run t h e i r  programs and plan fo r  the fu ture  when the a v a i l a ­
b i l i t y  of  speci f ied  funds is uncerta in .  Therefore ,  as a p rac t ic a l  m atte r ,  
i t  would seem to  be wise not to allow s ta te  income taxes to depend exces­
s iv e ly  on federal  law.
In addit ion to  the preceding arguments, there are c o n s t i tu t io n a l  
, arguments against conformity. States cannot tax  in te re s t  on U. S. o b l i ­
ga t ions ,  so conformity is l im ited  by law. For those federal  returns  
containing in te res t  on U. S. o b l ig a t io n s ,  an adjustment must be made 
before f ig u r in g  the s ta te  tax.
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But, the much more serious co nst i tu t ion a l  consideration o f  con­
formity is whether the s ta te  can delegate i t s  tax  po l icy  making powers 
to another body— in th is  case the federal government. This question,  
of  course, depends on the indiv idua l  co nst i tu t ions  o f  the states  and i t
appears that  a s iza b le  number o f  the states could adopt a po l icy  of
8conformity without a co n s t i tu t io n a l  amendment. However, a recent
Minnesota Supreme Court decision could have an e f f e c t  on the adaptation
o f  conformity. Minnesota keyed her income tax  to  th a t  o f  the cu r re n t ly
changing In ternal  Revenue Code in 1961, but the recent decision stated
that  a s ta te  le g is la tu r e  cannot delegate i t s  l e g i s l a t i v e  powers to  an 
9
outside source. I f  th is  decision is followed by other  s ta te s ,  con­
formity may be g re a t ly  reduced or a change in s ta te  const i tu t ions  w i l l  
have to come about.
Many states have avoided th is  problem by keying t h e i r  s ta te  in­
come tax  to the In terna l  Revenue Code as of a s p e c i f ic  date ,  e i t h e r  up­
dating i t  p e r io d ic a l ly  or  leaving i t  a t  that  date.  Other states have 
simply avoided the legal problem with  an amendment to  t h e i r  c o n s t i tu t io n .
The posit ion o f  th is  paper is tha t  conformity is a des irab le  
approach and that  the trend of  states toward conformity is j u s t i f i e d .  
B a s ic a l ly ,  there are two arguments fo r  conformity— r e l i e f  to  the pre­
parers of  tax returns and ad m in is t ra t ive  advantages. I t  would seem that  
the increasing complexity of  the federal  income tax  would fu rn ish  an
Q
Charles Trav is  Hayes, A C r i t i c a l  Study o f  Individual Income Tax 
Conformity in.Kentucky (Columbia, Missouri: Un ivers i ty  of  M issouri ,  1968)
p. 50.
Es ta te  Tax Guide Report B u l le t in  9 (March 2 ,  1971) p. 2.
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impetus f o r  t h e  s t a t e s  t o  p r o v id e  f o r  easy co m p l ia n ce  and s i n c e  th e  
income t a x  i s  s e l f ^ a s s e s s e d ,  ease o f  com p l iance  w ou ld  seem o f  f u r t h e r  
v a lu e .  When a s t a t e  confo rms t o  th e  I n t e r n a l  Revenue Code i t  assu res  
i t s e l f  t h a t ,  f o r  s t a t e  income t a x  p u rp o s e s ,  t a x p a y e r  c o m p l ia nce  w i l l  be 
s im p le  and f r u s t r a t i o n ,  expense ,  in c o n v e n ie n c e ,  and money c o s ts  w i l l  be 
reduced f o r  th e  ta x p a y e r .
As c o n f o r m i t y  eases ta x p a y e r  c o m p l ia n c e ,  i t  a l s o  reduces a d m in i ­
s t r a t i v e  d i f f i c u l t i e s .  Revenue can be c o l l e c t e d  more e f f i c i e n t l y  and 
e c o n o m ic a l l y  i f  an a c t i v e  p r a c t i c e  o f  c o n f o r m i t y  i s  f o l l o w e d .  As s t a t e d  
e a r l i e r ,  th e  income t a x  i s  e s s e n t i a l l y  a s e l f - im p o s e d  t a x  t h a t  r e q u i r e s  
h o ne s ty  on th e  p a r t  o f  t h e  ta x p a y e r  and h i s  f a i t h  i n  t h e  a d m i n i s t r a t i v e  
o r g a n i z a t i o n  t o  a d m i n i s t e r  t h e  t a x  f a i r l y .  F a i rn e s s  i s  u s u a l l y  taken  t o  
mean t h a t  e q ua ls  a re  t r e a t e d  e q u a l l y - - m o r e  s p e c i f i c a l l y  t h a t  i f  a t a x ­
payer  pays h i s  r i g h t f u l  amount o f  taxes  t h a t  someone who has th e  same 
amount o f  income and l e g a l l y  a l l o w a b l e  e x e m p t io n s ,  d e d u c t i o n s ,  and c r e d ­
i t s ,  is  p a y in g  th e  same amount o f  t a x .  What t h i s  b o l l s  down to  i s  f a i t h  
t h a t  t h e  a d m i n i s t r a t i v e  o r g a n i z a t i o n  makes s u re  t h a t  eve ryone  pays t h e i r  
l e g a l  t a x  l i a b i l i t y .  The n e c e s s i t y  f o r  good a d m i n i s t r a t i o n  was i l l u s ­
t r a t e d  in  the  comment made in  one book t h a t ,  " t h e  m is e r a b le  f a i l u r e  o f  
s t a t e  income t a x a t i o n  p r i o r  t o  1911 p l a i n l y  dem ons t ra ted  t h a t  t h e  un -  
prodded t a x p a y e r  i s  no t a x p a y e r  a t  a l l . " ^ ^
For an a d m i n i s t e r i n g  o r g a n i z a t i o n  t o  a c co m p l ish  i t s  j o b  e f f e c ­
t i v e l y  i t  must do th e  f o l l o w i n g  t h i n g s ;
^^Penniman and H e l l e r ,  S t a t e  Income Tax A d m i n i s t r a t i o n ,  p. 113<
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1) educate and ass is t  the taxpayer in the preparation of  his 
re tu rn ,
2) id e n t i fy  and locate the taxpayer and his income,
3) c o l le c t  the ta x ,  both current and de l inquent,
4) check the mathematical accuracy o f  the tax returns and the 
honesty o f  the f ig u re s ,   ̂^
5) solve questions o f  e q u i ty ,  taxpayer d isputes,  and so fo r t h .
I t  is the posit ion o f  th is  paper tha t  the In te rna l  Revenue 
Service can best accomplish the above ob jec t ives  and tha t  i t  would 
there fore  be to the indiv idual  s t a te 's  advantage to re ly  as much as 
possible on the In terna l  Revenue Service through conformity to the 
In ternal  Revenue Code since almost no taxpayers incur a s ta te  income tax  
l i a b i l i t y  without also incurr ing a federal income tax  l i a b i l i t y .
By use o f  conformity, information reported on federal  returns  
and checked and v e r i f i e d  by the In ternal  Revenue Service is iden t ica l  
to information reported on s ta te  returns so tha t  fu r th e r  checking and 
v e r i f i c a t i o n  is e i t h e r  e l iminated or  minimized.
There are several reasons why the in ternal  Revenue Service can 
perform audit ing functions b e t te r  than indiv idual s ta te  admin istering  
organizat ions.  The 1RS over the years has b u i l t  up an e f f e c t i v e  
organizat ion and the pub l ic  has acquired a general awareness o f  t h e i r  
a b i l i t y ;  th ere fo re ,  i t  can be reasonably assumed th a t  taxpayers are 
not as conscientious about f i l i n g  s ta te  returns as they are federal  
returns. Out o f  f in a n c ia l  p r a c t i c a l i t y  the states cannot hope to match 
the e x ce l le n t  enforcement machinery o f  the 1RS and t h e i r  e le c t ro n ic  
data processing f a c i l i t i e s  which were In s ta l le d  in 1959 and have been 
said to represent the most important concept in tax admin istra t ion
I b i d . , pp. 30-1.
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since the adoption o f  withhold ing.
In addit ion there ex is ts  a formal information exchange system 
by which the states have d i re c t  access to data reported on federal  
returns.  Before 1950 such a system was informal and amounted to l i t t l e  
more than a t ra n s c r ip t  serv ice .  The formal system was the resu l t  of  
a 1949 conference ca l led  by the Treasury Department which resulted in 
agreements w ith  South Caro l ina ,  Wisconsin, Colorado, Kentucky, and 
Montana. Although a beginning, the resu lts  of  th is  program were not 
f u l l y  s a t is fa c to ry  and the system was not extended u n t i l  1957 when a 
comprehensive agreement with  Minnesota led to  the current extensive  
system o f  information exchange. Nor can the present cooperation be­
tween states and the federal  government be considered s t a t i c  since  
numerous proposals fo r  fu r th e r  fe d e r a l - s ta te  cooperation have been 
suggested including c o l le c t io n  o f  s ta te  income taxes by the In ternal  
Revenue Service.
In a d d i t io n ,  states can make use o f  the growing body o f  federal  
decisions and ad m in is t ra t ive  rulings and th ere fo re  save time and money 
in the sett lement o f  taxpayer disputes. I f  any problems arose the ta x ­
payer would f i r s t  deal w ith  federa l  a u th o r i t ie s  and the decisions made 
a t  tha t  level would e l im in a te  the need fo r  fu r th e r  act ion a t  the s ta te  
l e v e l .  Not only does the s ta te  receive the ad m in is t ra t ive  advantages, 
but the taxpayer avoids further . inconven ience and expense by not having 
to go through perhaps long and tedious discussions w ith  s ta te  a u th o r i ­
t i e s .
W i l l iam  H. Smith, "The Internal  Revenue Service Meeting the 
Challenge o f  Tax A dm in is tra t ion ,"  V i t a l  Speeches o f  the Day, Vol.  XXXVI, 
No. 21 (August 15, 1970) ,  p. 665 .
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However, as was so a p t ly  pointed out in a nat ional  p e r io d ic a l ,  
"Success of States in using the tape-swapping agreements to catch tax­
payers there fore  w i l l  depend to a considerable extent on how c lose ly  
a State  has based i t s  own tax law and tax return on the federal  
models.
In summary, i t  would seem to appear th a t  there are ov err id ing  
advantages to conformity. The disadvantages would seem to depend on 
the degree of conformity tha t  the s ta te  uses. There are several things  
that  can be done to aid conformity and yet w i l l  not s i g n i f i c a n t l y  cause 
loss of  s ta te  sovereignty,  revenue dependency, or c o n s t i tu t io n a l  prob­
lems. In conforming s ta te s ,  such matters as ra te s ,  exemptions, and 
cre d i ts  are usual ly  l e f t  to the d iscre t ion  o f  the le g is la tu r e  or  the 
s ta te  tax  administering organ iza t ion .  In a d d i t io n ,  modif ications can 
be introduced a f fe c t in g  the d e f in i t io n  o f  income or deductions thus 
maintain ing a degree of  s ta te  sovereignty.
However v a l id  the arguments against conformity would seem to be,  
i t  should be recognized th a t  there are d e f i n i t e  p ra c t ic a l  l im i ta t io n s  on 
how fa r  states can go to in d iv id u a l iz e  t h e i r  income tax.  At some point  
the costs of  admin istering and aud i t ing  special features become pro­
h i b i t i v e .  In a d d i t io n ,  the concept o f  income is genera l ly  wel l  accepted 
and the extent to  which one could d i f f e r  from the federal  d e f i n i t i o n  of  
income would appear to be minimal.
^^"For This Year 's  Tax Returns: The Closest Check Y e t . "  U.S. News 
and World Report, Vol.  LXIV, No. 10 (March 4 ,  1968) ,  p. 73.
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CHAPTER I I I
C L A S S IF IC A T IO N  OF CONFORMITY METHODS
Federa l A d ju s te d  Gross Income Less D ed u c tio ns  Method
Having presented the case fo r  conformity, there is s t i l l  a 
question as to how best to implement such an approach. There are ba­
s i c a l l y  three methods o f  income taxat ion  being used by states which
conform to the federal  law. The f i r s t  method to be examined w i l l  be
that  o f  the Federal Adjusted Gross Income Less Deductions Method which 
was defined on page 4.  This approach is the most common method o f  con­
forming to the federal  law. One o f  the states using th is  method Is
Montana whose case w i l l  be d e a l t  w i th  separate ly  in another section.
In essence, states using th is  method fo l low  the federal  law r ig h t  down 
the l in e  from gross income to itemized deductions. Federal tax  c red i ts  
are general ly  not allowed nor is the deduction o f  s ta te  Income taxes.  
Most states using th is  method do al low a deduction fo r  federal  income 
taxes. This method is one tha t  is conducive to numerous modif icat ions  
and states make use o f  th is  in matters of adjusted gross income, item­
ized deductions, exemptions, or  tax  c re d i ts .
In addit ion to Montana,, the surrounding states o f  Idaho and 
North Dakota, as wel l as nine o ther  s ta te s ,  use th is  method. See 
Appendix I .  Idaho adopts the federa l  law as of  a p a r t ic u l a r  da te ,  cur­
re n t ly  January 1, 1970, w ith  ce r ta in  m odif ica t ions.  Idaho taxpayers 
are instructed to prepare t h e i r  federal  return f i r s t  and then to base
-1 8 -
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t h e i r  Idaho f igures on the federal  amounts. Idaho taxpayers s t a r t  with  
the federal  adjusted gross; l in e  18 on form 1040, 1970; and apply the 
appl icable  m odif ica t ions.  There are ten possible modif icat ions and i t  
can be reasonably assumed that  a substant ia l  number o f  returns w i l l  
require some adjustment.
Itemized deductions fo r  Idaho are b a s ic a l ly  the same as fo r  the 
federal government except that  the minimum standard deduction is not 
allowed nor are the franchise and s ta te  income taxes. The resident  
receives a c r e d i t  against the Idaho tax fo r  income taxes paid to  another  
s ta te  i f  a reciprocal agreement e x is ts .
As stated above. North Dakota also uses the Adjusted Gross In­
come Less Deductions Method. The s t a r t in g  point fo r  taxpayers is the 
federal  adjusted gross income f ig u r e .  Most North Dakota taxpayers 
probably have to adjust  t h e i r  federal  tax  f igures fo r  North Dakota tax  
purposes.
The federal itemized deductions are au tom at ica l ly  allowed except 
fo r  the unusual fea tu re  of  a l lowing a l l  medical expense. The only  
other states fo l lowing th is  p rac t ice  are Mississippi and Minnesota. 
Arizona d i f f e r s  by having no f lo o r  on the deduction, but they do l i m i t  
the deduction to $1,200 fo r  taxpayers over 65.
Federal Adjusted Gross Income Method
The second method to be examined is the Federal Adjusted Gross 
Income Method. B a s ic a l ly ,  th is  method uses the federal adjusted gross 
income f ig u re  and disallows itemized deductions. Curren t ly ,  a l l  states  
using th is  method apply a f l a t  ra te  as opposed to a progressive ra te
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on taxable  income. Some modif ica t ion o f  the federal  adjusted gross 
f ig u re  is also made. P resent ly ,  there are three states using th is  
method— Indiana, Michigan, and I l l i n o i s .  In a d d i t io n ,  there is a pro­
posal before the Ohio General Assembly fo r  an income tax using th is  
method.
Indiana became the f i r s t  s ta te  to use the Federal Adjusted 
Gross Income Method in I 963 . From the federal  adjusted gross income 
f ig u r e ,  Indiana taxpayers subtract exemptions and income exempt from 
s ta te  tax by law. Taxpayers add a l l  fe d e r a l ly  allowed deductions fo r  
sta te  income or property taxes. Itemized deductions are not al lowed.  
Deductions are l im ited  to business deductions only .  The current In d i ­
ana ra te  o f  1% is then appl ied.  Compliance in Indiana is r e l a t i v e l y  
easy and since there are only four modif ications most taxpayers have 
few adjustments. However, some d i f f i c u l t y  in th is  area is created  
because Indiana follows the federal  law in e f f e c t  January 1, I 969 .
By specify ing the In terna l  Revenue Code o f  a s p e c i f ic  date ,  subsequent 
changes are not autom at ica l ly  incorporated in to  the law.
Michigan taxpayers have the option o f  e le c t in g  the current  
federal  adjusted gross income f ig u r e  as a computation s ta r t in g  po in t ,  or  
the federal  adjusted gross f ig u re  based on the In terna l  Revenue Code as 
of  December 31, 1969. The reason fo r  the use o f  the e le c t io n  o f  a 
p a r t i c u l a r  date is because of  c o n s t i tu t io n a l  arguments concerning the 
delegation o f  the s ta te  l e g is la t u r e 's  power. This point w i l l  receive  
more d e ta i le d  a t te n t io n  in a l a t e r  sect ion .
Although there are a number o f  m od i f ica t ions ,  compliance is 
r e l a t i v e l y  easy fo r  most Michigan taxpayers. There are no itemized
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deductions nor an optional standard deduction. A tax  c r e d i t  is allowed 
fo r  income taxes paid to other s ta tes  as wel l  as c re d i t  fo r  Michigan c i t y  
income taxes,  property taxes,  and contr ibut ions to educational i n s t i t u ­
t ions .
The s ta r t in g  computation f ig u re  fo r  I l l i n o i s  taxpayers is the 
federal adjusted gross f ig u re  based on the In ternal  Revenue Code in 
e f f e c t  on January 1, 1970. Capital  gains are not given any special  
treatment nor are dividends. No itemized deductions nor optional  
standard deduction are allowed e i t h e r .
Percent of  Federal Tax Method
The th i rd  method to be examined is the Percent o f  Federal Tax 
Method which is cu rren t ly  the law in Alaska, Nebraska, Vermont, and 
Rhode Is land. This method has the closest t i e - i n  to the federal law 
since a l l  provisions are i m p l i c i t l y  accepted fo r  the s ta te  income tax  
because the base fo r  the s ta te  income tax is the federal  income tax  
l i a b i l i t y .
Alaska was the f i r s t  s ta te  to use th is  method having adopted 
i t  in 1963 fo r  tax  years 1964 and t h e r e a f t e r .  The s ta r t in g  computation 
point fo r  the Alaska taxpayer is the federal  adjusted gross income 
f ig u re  to the extent  tha t  i t  is Alaska income. Cost of  l i v in g  a l low ­
ances which are exempt from federal  tax  are added. Other common modi­
f ic a t io n s  may also apply. Most Alaska taxpayers w i l l  have to recompute 
t h e i r  federal  income tax  l i a b i l i t y .  The Alaska tax l i a b i l i t y  is c a l ­
culated as a f l a t  ra te ,  c u rre n t ly  16%, o f  the federal  ta x  as adjusted  
based on federal  rates in e f f e c t  December 31, 1963. This method allows
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the use o f  federal tax  c red i ts  before applying the Alaska tax  ra te .
Both Nebraska and Vermont enacted the Percent o f  Federal Tax 
Method In 196? to take e f f e c t  a f t e r  January 1, 1968. The Nebraska 
tax  is a f l a t  percentage of  the adjusted federal income tax l i a b i l i t y  
without regard to federal  tax  c re d i ts .  Rates are f ixed  by the State  
Board of Equalizat ion by November 15 o f  the previous year.  Since the 
state  board has th is  f l e x i b i l i t y  in the f ix in g  o f  ra te s ,  the e f f e c t  o f  
any federal  law changes tha t  a l t e r  to ta l  revenue can be adjusted and 
t h e i r  e f fe c ts  e l im inated .
The Vermont tax applies a f l a t  percentage to the adjusted federal  
income tax  l i a b i l i t y .  For Vermont, the adjusted federal  income tax  
l i a b i l i t y  accepts the ret irement income, investment, foreign ta x ,  and 
ta x - f r e e  covenant bonds c re d i ts ;  but disallows any other  c re d i ts  or  any 
surtax.  Credits are allowed against the tax  fo r  any excess income taxes 
paid to the federal  government due to tax changes a f t e r  January 1, 1968, 
plus 6% in te re s t .  I f  any modif icat ions apply , the advantages o f  con­
formity are considerably reduced.
Rhode Island has a new income tax law which w i l l  become e f f e c t i v e  
on tax years a f t e r  December, 1970. The tax base fo r  the Rhode Island  
tax  is also t ie d  d i r e c t l y  to  the In terna l  Revenue Code with a computa­
t ion  s t a r t in g  point  being federal  adjusted gross income.
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CHAPTER IV 
ANALYSIS OF THE METHODS
As is read i ly  apparent from the preceding sect ions, there are  
major d i f ferences between the various methods of conformity. Each 
method has i t s  own advantages and disadvantages.
Federal Adjusted Gross Income Less Deductions Method
The Federal Adjusted Gross Income Less Deductions Method, the 
most widely used method, has the s p e c i f ic  advantage o f  providing a 
s ta te  income tax form most s im i la r  to the federal  form. Because of  
t h is ,  there is apt to be eas ie r  taxpayer compliance, since f i l l i n g  out 
the s ta te  form is la rg e ly  an Item fo r  item dupl ica t ion  of  the federal  
form.
The re tent ion  o f  s ta te  sovereignty and the recognit ion o f  in d i ­
vidual taxpayer s i tua t ion s  are best f a c i l i t a t e d  by th is  method since,  
with the inclusion o f  itemized deductions, there are more items to  
which the state  can give special treatment.  The amount of  federal  
exemptions is not au tom at ica l ly  followed in th is  method as they are in 
the Percent of*Federa l  Tax Method nor is the progress!v i ty  o f  the ra tes .  
Therefore ,  when s ta te  ob jec t ives  d i f f e r  from federal  o b je c t iv e s ,  matters  
of  income, deductions, exemptions, c r e d i t s ,  or rates may be adjusted  
to meet those ob jec t ive s .
There a re ,  however, several disadvantages to th is  method. F i r s t ,  
by a l lowing itemized deductions, the tax  base is narrowed. A broad
" 2 3 -
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tax base is genera l ly  considered desirab le  since a large base permits 
lower rates in order to achieve the same amount o f  revenue. There Is 
a certa in  psychological value in lower rates as taxpayers tend to  per^ 
ceive the tax  system as being less d ra s t ic .
Second, states using the Federal Adjusted Gross Income Less 
Deductions Method usual ly  have a number o f  m odif ica t ions .  Idaho and 
North Dakota each have ten modif ications without regard to exemption 
d i f fe ren ces .  Since th is  method has more items to modify than the other  
methods, the l ik l ih o o d  fo r  a large number o f  adjustments is g re a te r .
By perm it t ing  several modif ications fu r th e r  aud it ing  and mechanical 
checking is necessitated.  Greater inconvenience to the preparer also  
resu l ts .  i f  states did not desire to  incorporate any modif ications in 
i t s  system, other than those le g a l ly  required by c o n s t i tu t io n s ,  i t  would 
seem th a t  the Percent o f  Federal Tax Method would b e t te r  f a c i l i t a t e  
such an approach.
T h ird ,  use o f  the Federal Adjusted Gross income Less Deductions 
Method creates d i f f i c u l t y  in ad m in is t ra t ive  v e r i f i c a t i o n  simply because 
there are more items to v e r i f y .  This method requires the use o f  a large  
form which is i t s e l f  cumbersome— the use o f  the more e f f i c i e n t  IBM-type 
card form is not f a c i l i t a t e d  by th is  method.
For many taxpayers i t  is b e n e f ic ia l  to itemize on the s ta te  
return even though they do not itemize on the federal  and by so doing 
the e n t i r e  burden of  checking and v e r i f y in g  itemized deductions is put 
on the s t a te .  This s i tu a t io n  usual ly  ar ises because o f  the allowance 
o f  federal  income taxes as a deduction on the s ta te  return .  C urre n t ly ,  
seventeen states al low th is  p ra c t ice .  See Appendix I .
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F î n a l l y ,  there is the matter  o f  itemized deductions themselves.
In addit ion to the ad m in is t ra t ive  and compliance d i f f i c u l t i e s  associ­
ated w ith  itemized deductions, there are serious questions as to the 
fa irness and need fo r  these deductions.
The ra t io n a le  fo r  a l lowing itemized deductions is based essen­
t i a l l y  on the fo l low ing:
1) to allow fo r  the deduction o f  ce r ta in  items that  are costs o f  
obtaining nonbusiness income such as deductions fo r  in t e r e s t ,  
ch i ld  care expenses, and most o f  the miscellaneous deductions,
2) to re l ie v e  undue hardship e f fe c t in g  a b i l i t y  to pay such as deduc­
t ions fo r  medical expenses and casualty losses,
3) to encourage the d i re c t io n  o f  resources to  s o c ia l ly  desirab le  
objec t ives  such as the deduction fo r  ch a r i tab le  con tr ib u t io ns ,  
and
4) to f a c i l i t a t e  intergovernmental cooperation such as the deduc­
t ion  fo r  s ta te  and federal  taxes.
However, the d i f f i c u l t y  of  al lowing itemized deductions is t h a t ,
. . . w h i le  the time-honored deductions allowed may have some 
re la t ion sh ip  to the a b i l i t y  to pay, t h e i r  re la t io n s h ip  is not 
grea ter  or  subject to any sounder economic j u s t i f i c a t i o n  than could 
be urged fo r  numerous other personal expense items which are not 
deductib le .  5
This can be made more apparent by analyzing several o f  the com­
monly itemized deductions in d iv id u a l ly .  Contr ibutions were f i r s t  
allowed as a deduction in 1917 out o f  fe a r  th a t  high taxes would de­
crease the amount o f  contr ibut ions to various in s t i t u t io n s  and c h a r i ta ­
ble organizat ions.  By al lowing t h e i r  deduction, the r e la t i v e  cost of  a 
contr ibut ion  Is lowered thus providing an incentive  to contr ibute .  
Whether th is  is v a l id  a t  the nat ional level is Immaterial to th is  study,  
but there is serious question as to  whether allowing the deduction on
^^Richard Goode, The Indiv idual Income Tax (Washington, D.C.:
The Brookings l n s t i t u t e ~ T 9 6 4 ) ,  p. I 56 .
15Dean E l l i s ,  "The B a t t le  For Income Tax S im p l i f ic a t io n — The 
Oregon S to ry ."  National Tax Journa l , Vol .  XV, No. 3» (September, 1962),
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the s ta te  level acts as an incent ive .  In f a c t ,  a study o f  the s ta te  o f
Oregon and surrounding states determined tha t  there was no d i f fe ren c e
in the level o f  contr ibut ions between the income tax  states and the
16
sales tax states .
Taxes are b a s ic a l ly  payments fo r  consumption o f  publ ic  goods and 
services.  In th is  regard,  there is no more j u s t i f i c a t i o n  fo r  t h e i r  
deduction than fo r  any other consumptive expenditure. With respect to  
intergovernmental cooperation, the deduction does m it iga te  against the 
danger of  confiscatory combinations o f  tax  rates by various govern­
mental u n i ts .  However, the th re a t  o f  confiscat ion would seem to be 
brought on mainly by the federal  income tax system and thus outside  
the in te res ts  o f  th is  study other  than to the extent tha t  such deduc­
t ion serves to make the tax  b i t e  less p a in fu l .
The allowance o f  property taxes and in te re s t  as deductions are  
other examples o f  a l lowing a deduction o f  a purely  consumptive nature  
that  has no more j u s t i f i c a t i o n  than any other personal expenditure.  
Deductions fo r  taxes and in te re s t  on homes also serves to d iscr im inate  
against the renter  and can hardly  be considered f a i r .
The deductions fo r  medical expenses and fo r  casualty losses 
would seem more j u s t i f i e d  than the other deductions in terms of  re­
l ie v in g  hardships brought on by involuntary expenditure. The key word 
is involuntary and i t  should be kept In mind that  in the case o f  medi­
cal expenditures many are o f  a voluntary nature.  in addit ion  there  
is a question as to how much r e l i e f  is given to the taxpayer in the form 
of  s ta te  tax reduction due to  the r e l a t i v e l y  low rates imposed by
l ^ l b i d . , p. 253.
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the s ta tes .
Concerning casualty losses, the f lo o r  o f  $100 on such losses 
appears questionable . I t  would seem th a t  i f  r e l i e f  o f  hardship was the 
ra t io n a le  fo r  the deduction, tha t  a f lo o r  re la ted  to income would be 
b e t te r .  A question o f  fa irness  is also involved here as was pointed  
out in one book. "Through the casualty loss deduction, the government 
in e f f e c t  acts as a co insurer ,  with i t s  p a r t ic ip a t io n  varying according 
to the taxpayer 's  marginal ra te ."^^
In summary when one adds the dubious ra t io n a le  behind itemized  
deductions and the narrowing of  the tax base w ith  disadvantages from 
both an ad m in is t ra t ive  and compliance v iewpoint ,  the removal o f  itemized 
deductions would seem to be ind icated .
Percent o f  Federal Tax Method
The advantages o f  the Percent o f  Federal Tax Method a l l  revolve  
around the s im p l ic i ty  afforded by th is  method. I t  is the simplest o f  
a l l  the conformity methods. F i r s t ,  there is the extreme ease o f  c a l ­
cu la t ion  with  th is  method since a l l  tha t  is required is to  apply a 
percentage to the taxpayer 's  previously ca lcu la ted  federal  income tax  
l i a b i l i t y .  Depending on the s ta te  o b je c t iv e s ,  taxpayers are usual ly  
required to make few m odif ica t ions .  See pages 21 and 22.
Second, there Is real ease in administering the tax.  Almost 
a l l  checking and aud it ing  is l e f t  up to  the federal  government. The 
federal  tax  l i a b i l i t y  is assumed to be c o r re c t ,  i f  the In ternal  Revenue
i^Goode, The Individual Income Tax, p. 163.
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Service finds f a u l t  w ith  i t  l a t e r ,  the s ta te  can adjust  the s ta te  tax  
l i a b i l i t y  a t  that  time. A l l  tha t  remains to the s ta te  is the mechanical 
process of  v e r i f y in g  the l i a b i l i t y  computation.
Th ird ,  because o f  the close t i e  to the f e d e r a l ,  the advantages 
of conformity are heightened. This method requires the least  amount of  
exchange of information between the federal  and s ta te  governments making 
fo r  even grea ter  ad m in is t ra t ive  savings. Also,  avoidance would appear 
to be very d i f f i c u l t  under th is  method.
However, the above advantages are ser ious ly  l im i te d  with the 
in troduction of  modif ications to  the federal  f ig u re s .  In any case where 
income tha t  is s ta te  tax exempt under law, i . e .  in te re s t  from U.S. o b l i ­
gations,  was reported on the federal  return an adjustment must be made. 
As was noted on pages 21 to 22, the four states c u r re n t ly  using th is  
method have i n i t i a t e d  other modif ications and adjustments to a r r iv e  a t  
an adjusted federal  tax  l i a b i l i t y .  In th is  regard, the use of  a non- 
current In ternal Revenue Code requires add i t iona l  adjustments. As with  
a l l  methods, when adjustments and modif icat ions are required,  the ad­
vantages of  conformity are reduced, but any m odif icat ion  made using the 
Percent o f  Federal Tax Method necessitates a complete re f ig u r in g  of  
the federal  tax.
A major c r i t i c i s m  of  th is  method is the l im i t a t io n  of  s ta te  
a l t e r n a t iv e s .  This method i m p l i c i t l y  embodies a l l  of  the federal  pro­
visions by basing i ts  tax on the end f ig u re  on the federal  re tu rn .  The 
disadvantages of  th is  type o f  conformity ,  through the loss of  s ta te  
sovereignty and through revenue dependency on the federal  law, were 
pointed out on pages 11-12. Those arguments are e s p e c ia l ly  v a l id
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concerning the Percent o f  Federal Tax Method, fo r  the only real course 
the s ta te  has in determining i t s  own finances is in the se t t in g  o f  rates.  
Modif icat ions must be kept a t  a minimum i f  any o f  the conformity advan­
tages o f  th is  method are to be maintained. States have d i f f e r e n t  ways 
of  adapting to  th is  problem as was noted on pages 21-22 .  Nebraska uses 
the federal  tax l i a b i l i t y  without regard to federal  tax  c red i ts  and allows  
the S tate  Board o f  Equal izat ion to  have a u th o r i ty  to  change the ra tes .
So the s ta te  is put in a d i f f i c u l t  pos i t ion .  Complete conformity  
severely l im i ts  s ta te  sovereignty and may no t ,  in f a c t ,  be le g a l ly  pos­
s ib le ;  wh i le  incomplete conformity ,  through the use of adjustments and 
m odif ica t ions ,  destroys the very advantages tha t  were sought by con­
form ity  in the f i r s t  place.
Federal Adjusted Gross Method
The d i s t i n c t i v e  fea tu re  o f  th is  method is the disallowance of  
itemized deductions, which were discussed on pages 24-27.  There are 
numerous advantages to th is  method. F i r s t ,  the c a lc u la t io n  of  the tax  
is a r e l a t i v e l y  easy matter since you use only the one federal  f ig u r e ,  
federal adjusted gross income. In f a c t ,  c a lc u la t io n  o f  the tax is 
probably simpler under th is  method than any o f  the others considering  
the e f f e c t  of  m odi f ica t ions .  Obviously, the Federal Adjusted Gross 
Income Less Itemized Deductions Method is more cumbersome because o f  
the inclusion of itemized deductions. Because o f  the fewer items in­
volved, i t  can reasonably be expected that  there w i l l  be fewer m od i f i ­
cations using the Federal Adjusted Gross Income Method.
The Percent o f  Federal Tax and the Federal Adjusted Gross Income 
Method would be simple to c a lc u la te  fo r  taxpayers who do not have to
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make any modif ica t ions.  Both e s s e n t ia l ly  requ ire  the use of only one 
f ig u re  from the federal  re tu rn ,  federal  tax  l i a b i l i t y  and adjusted  
gross income, resp ec t ive ly .  The d i f fe re n c e  would be tha t  in the Federal 
Adjusted Gross Income Method a subtract ion fo r  exemptions might be 
necessitated before applying the s ta te  tax ra te .  But i t  seems in e v i ta ­
ble th a t  most states are going to have at least  some special modif ica­
t ions .  With the in troduction of  even a s ing le  m o d i f ica t io n ,  the calcu­
la t io n  advantages o f  the Percent o f  Federal Tax Method are seriously  
reduced as the federal  tax l i a b i l i t y  must be reca lcu lated  before apply­
ing the s ta te  ra te .  No reca lcu la t ion  is necessary under the Adjusted 
Gross Method; although, c e r ta in  addit ions and de let ions might be neces­
sary. Also,  the concept o f  income is reasonably well establ ished while  
concepts o f  al lowable deductions are more nebulous. Therefore ,  i t  is 
reasonable to assume that  fewer modif icat ions would apply to the Federal 
Adjusted Gross Income Method than fo r  e i t h e r  of the other two methods.
Second, use of the Federal Adjusted Gross Income Method makes fo r  
a la rger  tax base than the other methods. Although many reductions in 
the tax base may be considered d e s i ra b le ,  the advantages o f  keeping the  
base as broad as possible cannot be disregarded. See pages 23-24 .
\
T h ird ,  concerning re ten t io n  o f  s ta te  sovereignty,  the problems 
of the Percent o f  Federal Tax Method are not present w ith  the Federal 
Adjusted Gross Income Method. I t  is the posit ion o f  th is  paper that  
enough s ta te  sovereignty can be maintained through the l im i te d  use of  
m odif ica t ions to adjusted gross income and through the use o f  exemptions, 
tax  c r e d i t s ,  and tax  ra tes .
Fourth, the a d m in is t ra t ive  advantages of conformity are read i ly
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apparent in th is  method. The factors  re la t in g  to ease o f  taxpayer  
compliance l ikewise r e la t e  to ease o f  adm in is tra t ion  by the s ta te .
There is an exchange of  only one f ig u r e  between federal  and s t a te ,  and 
a l l  tha t  remains to  be checked by the s ta te  are any modif ications and 
the mathematical accuracy to the re tu rn .  Since itemized deductions do 
not come in to  p lay ,  s ta te  audit ing  can be concentrated oYi matters of  
unreported income and on the v e r i f i c a t i o n  of  modif ications to income.
F i n a l l y ,  th is  method Is f a i r e r  to the taxpayer because o f  the 
disallowance o f  itemized deductions. See pages 24^27. Taxpayers with  
the same Income and exemptions w i l l  pay the same tax .  I f  adjustment fo r  
hardship is deemed necessary, such as hardship brought on by medical 
expenses, such adjustment can come about through the use o f  a tax c r e d i t .  
However, matters regarding equity  and taxpayer fa irness  are best l e f t  
up to the federal  government when those matters have an adverse e f f e c t  
on taxpayer compliance, s ta te  ad m in is t ra t ion ,  and revenue p o te n t ia l .
The arguments against th is  method b a s ic a l ly  consist  o f  arguments 
for  itemized deductions and arguments showing the loss of  s ta te  sover­
eignty as compared to the Federal Adjusted Gross Income Less Deductions 
Method. These arguments have been d e a l t  w ith  in e a r l i e r  sections and 
in the la s t  few pages. T h e ir  case is weak. The use o f  the Federal 
Adjusted Gross Income Method re ta ins  the des irab le  amount o f  s ta te  con­
t r o l  over i t s  tax  p o l ic ie s  and revenue needs and yet maximizes the ad- ' 
vantages o f fered  by conformity.
In summary o f  Part  I ,  s ta te  income tax development was traced  
up to the present. The conformity p r in c ip le  was examined in d e ta i l  
and the paper concluded that conformity was a des irab le  o b je c t iv e .
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The various methods o f  implementing conformity were described and 
evaluated, and the Federal Adjusted Gross Income Method was found to  
be the most des irab le .
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CHAPTER V
DEVELOPMENT OF THE INCOME TAX IN MONTANA
The preceeding sections have dea l t  w ith  s ta te  income tax develop­
ment, conformity, and the various methods o f  achieving conformity. The 
remainder o f  th is  paper is concerned s p e c i f i c a l l y  with  the Montana 
Income Tax Law.
The Montana Income Tax became law in 1933 with the tax  being 
co l lec ted  fo r  the 1933 tax year.  The Montana personal income tax was 
determined to be an excise tax as dist inguished from a property tax and
therefore  not subject to the co n s t i tu t io n a l  l im i ta t io n s  app l icab le  to
.  .  18 property taxes.
In th is  f i r s t  c o d i f ic a t io n  o f  the income ta x ,  gross income did
not include s a la r ie s  and wages o f  employees o f  the U.S. government,
c i v i l i a n  or  m i l i t a r y .  Taxpayers were required to f i l e  i f  s in g le  and
having a net income o f  $2,000 or more, or  gross income o f  $2,500 or more,
1 Q
Everyone thus required to f i l e  had to pay a minimum f i l i n g  fee o f  $1. '  
This f i l i n g  fee was l a t e r  repealed.
Itemized deductions followed the f a m i l i a r  pattern  including  
taxes, co n tr ib u t io n s ,  personal in t e r e s t ,  medical expenses, and so f o r t h .  
However, the medical deduction was l im i te d  to $1,250 times the number
18O'Connell v.  S tate  Board o f  E qu a l iza t io n ,  95 Montana 91,  
25P2dl l4 ,  (1933).
19
Laws 1933, Chap. 181, 23rd Session, p. 442.
-33"
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20of exemptions claimed.
Personal exemptions were $1,000 fo r  a s ing le  taxpayer and $2,000 
fo r  a head of household or  married taxpayer. I f  married taxpayers 
f i l e d  separa te ly ,  the $2,000 was divided between them. In a d d i t io n ,  
$300 was allowed fo r  each other dependent under 18 or  unable to provide  
se l f -suppor t  fo r  himself  because of some handicap. The tax rates in 
the 1933 law ran from 1% to 4%.^^
Since 1933 several changes in the law have been made. The 
fo l lowing l i s t  ou t l ines  the major changes:
1) withholding introduced, 1955,
2) adjusted gross income to fo l low  the In ternal  Revenue Code of
1954 and any subsequent changes in i t ,  1955,
3) rates changed, 1957,
4) adopted personal exemptions o f  the In ternal  Revenue Code, 1957,
5) returns required to be accompanied by withholding statements.  
1957,
6) rates changed, 19.59,
7) j o i n t  f i l i n g  permitted,  1963,
8) rates changed, 1965,
9) rates changed, 1967,
10) rates changed, 1969,
11) federal  income tax allowed as a deduction In addit ion  to the
standard deduction.2%
A h is to r ic a l  summary o f  tax rates fo r  Montana is presented in 
Table 2.
Revenue from the Montana Income Tax has grown tremendously since 
1933. Now, the indiv idua l  income tax is the fa s te s t  growing source of  
revenue as well as the la rgest  s ing le  source of  revenue fo r  the s ta te
90
I b i d . . Sec. 10, pp. 426-27.
Ib id . , Sec. 2,  pp. 419-20.
22 State Tax Reporter Montana (Chicago: Commerce Clearing House,
I n c . ,  1970) ,  p. 1271.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
CD■D
OQ.
C
gQ.
■D
CD
C/)
C/) TABLE 2
MONTANA INCOME TAX RATES
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Taxable 1n come 1/33-31/56 1/57-31/58 1/59-31/64 1/65-31/66 1/ 67- 31/68 1/ 69- 31/71
$ 0 - 1,000 1.0% 1.0% , 1.0% 1.1% 1. 90% 2.2%
1,000 - 2,000 1.0 1.5 2.0 2.2 2.85 3.3
2,000 - 3,000 2.0 2.0 3.0 3.3 3.80 4.4
3,000 - 4,000 2.0 2.5 4.0 4.5 3.80 4.4
4,000 - 5,000 3.0 3.0 4.0 4.5 4.75 5.5
5,000 - 6,000 3.0 3.5 5.0 5.6 4.75 5.5
6,000 - 7,000 4.0 4.0 5.0 5.6 5.70 6.6
7,000 - 8,000 4.0 5.0 7.0 7.9 5.70 6.6
8,000 - 10,000 4.0 5.0 7.0 7.9 6.65 7.7
10,000 - 14,000 . 4.0 5.0 7.0 7,9 7.60 8.8
14,000 - 20,000 4.0 5.0 7.0 7.9 7.60 9.9
20,000 - 25,000 4.0 5.0 7.0 7.9 7.60 11.0
25,000 - 35,000 4.0 5.0 7.0 7,9 9.50 11.0
over 35.000 4.0 5.0 7.0 7.9 V 9.50* 12. 1b
IwvnI
®A 5% c redit  was in e f fec t .  Figures show S5% of statutory rates.
^A 10% surcharge was in e f fe c t .  Figures show 100% of statutory rates.
Source: Bureau of Business and Economic Research, Montana Fiscal Affa irs  Study, (Missoula: University
of Montana, 1970), p. 259.
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government o f  Montana.
The growth in revenue over the past 20 years is shown in Table 3. 
The annual growth rate  from 1950 to I 969 is over 12%. In f i s c a l  1969, 
indiv idual income tax receipts  were 8 .5  times those in 1950 and receipts  
have t r i p l e d  since I 96O fo r  an average annual growth rate o f  13.8%. Be­
cause o f  the present progressive rate  s t ru c tu re ,  tax receipts can be 
expected to grow at  a f a s te r  rate than taxable  income. I f  the I 969 
rates continue to be in e f f e c t  through 1975, tax receipts would grow 
a t  an annual average rate o f  over 12.5% and would reach $67.5 m i l l io n  
in 1975.^^
TABLE 3
MONTANA INCOME TAX RECEIPTS 
( In d iv idu a l  Income Tax Receipts fo r  the State  
of  Montana: in Thousands o f  Dol lars)
1950 . $3,688 1955 $5,308 i 960 $ 9,766 1965 $ 16,656
1951 4,435 1956 6,810 1961 11,691 1966 21,111
1952 5,328 1957 6,770 1962 12,244 1967 24,224
1953 4,898 1958 8,359 1963 13,934 1968 29,574
1954 4,923 1959 8,360 1964 14,691 1969 31,223
Source: Biennia l Reports of  the State Board of Equa l iza t ion ,  1950 to
1969.
The ad m in is t ra t ive  organizat ion  fo r  enforcing the Montana Income 
Tax Law as wel l as fo r  a l l  o ther  s ta te  tax laws is the State Board of
23■^Bureau o f  Business and Economic Research, Montana Fiscal A f f a i r s  
Study (Missoula: U n ivers i ty  of  Montana, 1970), p. 225.
2k I b i d . ,  p. 219 .
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Equa l iza t io n ,  This board is composed of 3 members who are appointed 
by the Governor fo r  6 year terms. The Board is made up o f  f i v e  funct ional  
d iv is io n s :  ad m in is t ra t ion ,  income and corporate l icense ta x ,  motor fuel
ta x ,  inher i tance ta x ,  and cashier ing.
The Montana tax  organizat ion  has the three necessary admin istra­
t iv e  fea tu re s— centra l  ized s ta te  c o n t ro l ,  personnel selected through a 
merit  system, and the use of  information at  source returns.
B a s ic a l ly ,  the Board's ob jec t ives  are to levy and c o l le c t  the 
tax.  in ad d i t io n ,  the Board frequent ly  makes recommendations fo r  
changes in the tax s t ru c tu re .  Some o f  these recommendations w i l l  be 
brought out l a t e r  in the t e x t .
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CHAPTER VI
THE PRESENT TAX LAW
The Mon-tana Income Tax may be categorized as one fo l lowing the 
Federal Adjusted Gross Income Less Deductions Method out l ined  
e a r l i e r  In th is  paper. The present Montana law conforms Item fo r  Item 
with the current In ternal  Revenue Code. There are no outstanding  
exceptions. However, as with a l l  s ta te s ,  ce r ta in  modif ications and 
adjustments must be made. S ta r t in g  with  the federal  adjusted gross 
Income f ig u r e ,  Montana taxpayers add back the fo l lowing:
1) s t a t e ,  county, or local In te re s t  from sources outside of
Montana. E f fe c t iv e  December 31, 1970, In te re s t  on Montana ob l iga t ions
25are exempt from s ta te  tax ,
2) federal  Income tax refunds to the extent they were previously  
deducted on Montana s ta te  returns,
and the fo l lowing Items are subtracted to the extent  they were Included 
In federal  adjusted gross Income:
1) In te re s t  on U.S. government bonds or other  o b l ig a t io n s ,
2) C iv i l  Service Retirement Act benef i ts  up to $3 ,600,
3) dividend Income from c a p i ta l  stock of  a national bank located
In Montana,
4) Montana Teachers Retirement Act b e n e f i ts .
^^s ta te  Tax Guide Report B u l le t in  10 (March 9 ,  1971), p. 1.
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5) Montana Public Employees Retirement Act b e n e f i ts ,
/
6) Montana Highway Patrol  Retirement Act b e n e f i ts ,
7) Refunds o f  the Montana Income Tax deducted on the federal
re tu rn ,
8) Veteran's  bonuses paid under the WWI Bonus Law, the Korean 
Bonus Law, and the Veteran's  Bonus Law.
Deductions fo r  Montana are the same as the federal  except that  
the Montana income tax is not deduct ib le ,  federal  income tax is deducti­
b le ,  and income taxes paid to another s ta te  are not deductib le i f  they 
are claimed as a tax  c r e d i t .  The federal  income tax is allowed as a 
deduction in addit ion to the standard deduction. The standard deduction 
is 10% or $500 fo r  s ing le  taxpayers or spouses f i l i n g  separate ly  and 
10% or $1000, which ever is less ,  fo r  taxpayers f i l i n g  a j o i n t  return  
or as a head of  household. I f  spouses f i l e  separate ly  and one i temizes,  
then the other must also i temize .  Although j o i n t  f i l i n g  is permitted,  
no income s p l i t t i n g  is allowed.
Exemptions on the Montana return are $600 fo r  each exemption 
claimed on the federal  re tu rn .  Montana requires information returns
on wages of  $600 or  more, dividends of $10 or  more, in te re s t  o f  $10
26
or more, and rent and ro y a l t ie s  of $600 or more.
Credits are allowed fo r  income taxes paid to another s ta te  or  
country by a Montana resident i f  tha t  other  s ta te  or  country did not 
allow the taxpayer a c r e d i t  fo r  his Montana income tax paid. This 
c r e d i t  is ca lcu lated by m ult ip ly in g  the Montana tax l i a b i l i t y  by the 
percent tha t  the adjusted gross income from the other s ta te  or  country
26
I b i d . , p. 225.
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reported on the Montana return Is o f  to ta l  Montana adjusted gross In ­
come, l in e  13 o f  the Montana re tu rn ,  and then taking the smaller  of  
th is  f ig u re  or  the income tax paid to  the other  s ta te  or country.
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CHAPTER VI I 
ANALYSIS AND RECOMMENDATIONS 
Need fo r  Change
Incomplete Conformity
The b r i e f  discussion of the development of  the Montana Income
Tax showed how conformity developed over the years.  Montana was one of
the f i r s t  conforming states as mentioned on pages 9 and 16. In t h e i r
Seventeenth Biennial Report, the Board pointed out the d e s i r a b i l i t y
o f  conformity fo r  Montana by noting that  the income tax  Department would
be current fo r  the f i r s t  time mainly because o f  changes in the State
27
law that  made i t  conform to the In terna l  Revenue Code.
However, th is  general acceptance of conformity did not resolve
a l l  o f  Montana's income tax problems. From the Board's 1970 Twenty-
Fourth Biennial Report, the fo l lowing statements pointed out th a t  there
is s t i l l  more to be done.
An adequate aud it  program is o f  fundamental importance to proper 
admin istra t ion of  income taxes. Montana is cu rre n t ly  faced with  
the same problems as the In terna l  Revenue Service-—as the number 
of  returns f i l e d  increases, and as the complexity o f  the law 
increases, the resu l t  is that  the number of returns and the number 
of items requ ir ing  audit  increases, thus consuming more audit  
resources and compounding our problems in an already understaffed  
funct ion .
In regard to the personal Income ta x ,  our present computer audit  
se lec t ion  program shows c le a r ly  th a t  many hundred more returns
^^State o f  Montana Seventeenth Biennia l Report of  the Montana 
State  Board o f  E q u a l iz a t lo n i (Helena; S tate  o f  Montana, 195&), p - 3.
"41-
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need examination beyond mathematical v e r i f i c a t i o n .  There remains 
too large an area of possible d i f fe ren c e  between Montana and .g
Federal Taxable incomes to re ly  ex tens ive ly  on federal  audits . . .
These statements point out tha t  i f  the Montana Income Tax is 
not made to conform c loser to  the in ternal  Revenue Code, then more audit  
a c t i v i t y  w i l l  be necessitated.  Special Montana Features in the law are  
c le a r ly  undesirable from e i t h e r  an ad m in is t ra t ive  or compliance view­
po in t .  Stated somewhat more e x p l i c i t l y  in the Montana Tax Study;
Montana r e l ie s  heav i ly  on Federal In ternal  Revenue Serv ice 's  a u d i t ­
ing and the th re a t  of  such audit ing  to provide accuracy in the 
amount of  income reported fo r  Montana income tax  purposes. Thus, 
fo r  Montana to attempt to  tax income items which the federal tax  
excludes would involve not only the d i f f i c u l t i e s  which led to federal  
exclusion, but would a lso  involve the necessity of  Montana's adopts 
ing i t s  own system o f  extensive aud i t ing .
The preceding statement applies to deduction items as wel l as 
items o f  income. The S tate  Board has made a very v a l id  point in t h e i r  
statement. However, instead of  expanding the aud i t ing  function as sug­
gested by the Board, (see Appendix I I I )  a more reasonable approach would 
appear to be to move toward grea ter  conformity.
Defic iencies in the Present Method
The current Montana Income Tax follows the Federal Adjusted 
Gross Income Less Deductions Method. Use of th is  p a r t ic u l a r  method has 
the same advantages and disadvantages as the general case as discussed 
on pages 23 to 27. General ly ,  th is  method lowers the tax base, allows 
or is conducive to many m odi f ica t ions ,  creates ad m in is t ra t ive  as wel l  
as compliance d i f f i c u l t i e s ,  and allows itemized deductions whose
2 G | b i d . , p. 1 .
29
Wicks, e d . , Montana Tax Study-; Appendix 3, p. 1.
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ra t io n a le  is questionable.
D e s i r a b i l i t y  of the Federal Adjusted Gross Income Method
A need fo r  change is c le a r ly  present. Montana's present revenue 
needs remain u n f u l f i l l e d .  Adm inistrat ive  costs fo r  the income tax are 
running near ly  $600,000 and are projected to increase over 35% by 
1973. Compliance costs to the median taxpayer have been estimated as 
ranging from $5.60 to nearly  twice th a t  amount. Use o f  the Adjusted 
Gross Income Method with  i t s  simple and d i re c t  conformity to the In ternal  
Revenue Code would reduce a d m in is t ra t ive  d i f f i c u l t i e s  and in addit ion  
would ease taxpayer compliance. For d e ta i le d  data on ad m in is t ra t ive  and 
compliance costs in Montana see Appendix IV.
The Federal Adjusted Gross Income Method uses the federal ad­
justed gross income f ig u r e ,  l in e  18 on the 1970 Form 1040, as the s ta r ts
ing po int .  Before applying the tax ra te  and al lowing fo r  personal 
exemptions, c e r ta in  modif ications are appl ied .  The only required m odif i ­
cations would be those necessitated by law— deduction o f  in te re s t  on 
U.S. government ob l iga t io ns .  Certain  other  modif ications w i l l  be con­
sidered in l a t e r  sections. I t  is presumed that  the present treatment  
of  retirement income pointed out on page 39 w i l l  be continued. General ly ,  
however, i t  is the pos it ion  o f  th is  paper tha t  modif ications should be 
kept a t  an absolute minimum so as to not destroy the advantages o f
conformity and the s im p l ic i ty  and directness o f  th is  method. Before
proceeding on to p a r t i c u l a r  matte rs ,  th is  recommendation w i l l  be d is ­
cussed from f i v e  general points of  view.
1) Ease o f  Taxpayer Compliance
As pointed out e a r l i e r ,  the ease o f  taxpayer compliance d i f f e r s
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as among the conformity methods used and the number of modifications  
th a t  the p a r t ic u l a r  s ta te  imposes. P resent ly ,  Montana keys i ts  tax  
item fo r  item on the In terna l  Revenue Code and few modif ications are  
necessary fo r  the average taxpayer.
With the proposed Adjusted Gross Income Method, the modif ica­
t ion  fo r  federal  income tax  refunds would be el iminated and a m odif i ­
cation to add back the c ap i ta l  gains exclusion and the dividend exclu­
sion would be added. With th is  method, a l l  the Montana taxpayer would
have to do to ca lcu la te  his Montana tax  l i a b i l i t y  would be to t ra n s fe r
his adjusted gross income f ig u re  from his federal  re tu rn ,  apply the 
modif ications i f  ap p l ic ab le ,  deduct his personal exemptions, and then 
m u lt ip ly  the resu l t in g  f ig u re  by the tax ra te .  No ex tra  time would be 
expended on Itemized deductions.
Present ly ,  the taxpayer is concerned w ith  federal  refunds which
must be added back i f  deducted e a r l i e r ,  and w ith  itemized deductions.
Admittedly ,  i temizing on the s ta te  return is a r e l a t i v e l y  easy task fo r  
most taxpayers and involves nothing more than a t ra n s fe r  of federal  
f ig u re s ,  but because o f  the f lo o r  based on adjusted gross fo r  medical 
deductions, s ta te  itemized deductions must be re f ig u red ,  a t  least  in 
p a r t ,  and even a simple t r a n s fe r  of  f igures  does increase costs of  
compliance and taxpayer f r u s t r a t i o n .  In a d d i t io n ,  use of the Adjusted 
Gross Income Method would e l im in a te  the necessity o f  a long form fo r  
most taxpayers who could instead use an IBM card type income tax returh,  
I f  f a s te r  processing could be assumed, refunds would be a v a i la b le  to 
the taxpayers more qu ick ly .
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2) Ease of  Administrat ion
The adoption of  any conformity method eases ad m in is t ra t ive  costs
and increases e f f ic ie n c y  as was so a p t ly  pointed out in the quote by
the S tate  Board o f  Equal izat ion presented on pages 41-42.  By keying
the s ta te  tax law to that  o f  the federal and by exchanging in formation,
the enforcement of  the tax  is f a c i l i t a t e d  and the need fo r  audit ing
is lessened since i t  is assumed tha t  the In ternal  Revenue Service is
best equipped fo r  th is  funct ion .  P re sen t ly ,  most of  the audit ing
a c t i v i t y  is re la ted  to itemized deductions. With the Adjusted Gross
Income Method, adm in is t ra t ive  energies can be d i rec ted  to income,
keeping in mind th a t ,
A f u l l - f l e d g e d  information return program can provide an independent 
check on over f o u r - f i f t h s  o f  the indiv idual  income tax base—wages 
and s a la r ie s ,  the major part  o f  div idends, and a considerable por­
t ion  of  in t e r e s t ,  rents and royal t ie s  — roughly n ine-tenths of a l l
taxpayers .30
Ease o f  admin istra t ion  is fu r th e r  f a c i l i t a t e d  by the simple tax  
c a lcu la t io n  o f  the Adjusted Gross Income Method which would tend to  
minimize taxpayer mistakes. Because o f  the close t i e - i n  to the federal  
re tu rn ,  the chance fo r  taxpayer avoidance is small .  With th is  method, 
most returns could be f i l e d  on IBM card type tax forms and v e r i f i c a t i o n  
of the forms would be a rout ine data processing function w ith  returns 
being processed f a s te r  and cheaper. Even the cost o f  p r in t in g  the tax  
forms would be cheaper w ith  use o f  a card type form.
3) Maintenance of State Sovereignty
No matter what method of  conformity is used, modifications can 
be introduced to allow the s ta te  control over i t s  own f is c a l  a f f a i r s .  
However, the Introduction o f  m odif ica t ions  does destroy part  o f  the
H e l le r ,  S tate  Income Tax A dm in is tra t ion , p. 142.
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advantage of conformity. Keeping th is  in mind, modif ications to the 
federal  law would appear to be accomplished w ith  less destruction of  
the advantages o f  conformity under the Adjusted Gross Income Method 
and the Adjusted Gross Income Less Deductions Method than under the 
Percent o f  Federal Tax Method.
The present Montana Income Tax, because I t  contains so many 
more items, mainly Itemized deductions, than the Adjusted Gross Income 
Method leaves more room fo r  modif ications and fo r  th is  reason may be 
said to b e t te r  protect  s ta te  sovereignty; however, as has been pointed 
out e a r l i e r ,  use of  the Adjusted Gross Income Method allows fo r  m odi f i ­
cations and use o f  exemptions and/or c red i ts  and changes in ra tes .
These modif icat ions are deemed to be a l l  th a t  are necessary to protect  
sta te  sovereignty.  In fa c t  the use of the Adjusted Gross Income Method 
is in i t s e l f  an expression o f  s ta te  control  over i t s  own a f f a i r s  as 
the s ta te  has chosen to d i f f e r e n t i a t e  s i g n i f i c a n t l y  from the federal  
1 aw.
4) Fairness to the Taxpayer
This is la rge ly  a discussion o f  the pros and cons o f  itemized 
deductions. The fa irness  of the various deductions was discussed on 
pages 31 to 34. I f  the le g is la tu r e  wishes to provide fo r  subsid izat ion  
to ce r ta in  taxpayers fo r  p a r t i c u a l r  expenses incurred by them, the posi* 
t ion  of  th is  paper is that  th is  can best be accomplished by the use of  
tax  c red i ts  as opposed to deductions. The advantage o f  c red i ts  over  
deductions is b a s ic a l ly  that  deductions lower the tax base and with  the 
use of  marginal rates give grea ter  b e n e f i t  to those in la rger  income 
brackets while  a tax c re d i t  gives the same b e n e f i t  to a l l  taxpayers.
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With the use o f  a f l a t  r a te ,  th is  d i f fe re n c e  is e l im inated.
5) Revenue Potent ia l
The revenue p o ten t ia l  would be grea ter  w ith  the Adjusted Gross 
Income Method simply because the tax base would be la rger  than under 
the current method. Large amounts of revenue could e a s i ly  be generated 
by using r e l a t i v e l y  low rates w ith  the proposed method.
Revenue Considerations
Before proceeding to  discussions about p a r t ic u a l r  income items,  
exemptions, or  deductions, some consideration should be given to the 
revenue aspects o f  the proposed income tax,
Montana has always followed a po l icy  of using a progressive rate  
s t ru c tu re .  See Table 2, However, the present use o f  itemized deductions,  
see pages 31 to 34, is regressive.  These deductions could be el iminated  
and progression could s t i l l  be maintained, es p e c ia l ly  over the lower 
income brackets,  w i th  the use o f  a f l a t  ra te  and w ith  increased exemp­
t ions .  C o inc ident ly , use o f  a f l a t  rate  would e l im in a te  the current  
problems involved w ith  spouses f i l i n g  separate Montana returns and would 
o f f e r  certa in  compliance advantages.
However, the use o f  a f l a t  ra te  is only a suggestion o f  th is  study. 
Matters of  tax burden and the associated f i x in g  o f  a rate s t ruc tu re  are 
outside the scope of  th is  paper. The advantages of a conforming adjusted  
gross income tax  method would be maintained with  e i t h e r  a f l a t  or  progres­
s ive ra te  s t ru c tu re .
C urren t ly ,  the Montana tax is uniformly progressive. See Table 4,
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TABLE 4
PROGRESS IVITY OF THE MONTANA INCOME TAX I 967
Adjusted Gross Income Tax as a Percent o f  Adjusted Gross
•
$ 0 -  3,000. 0 . 49%
3,000. -  4,999 1.08
5,000 -  7,499 1.43
7,500  -  9,999 1.68
10,000 -14,999 2.21.
15,000 on 3 .57  to ta l  1. 71%
Source; Montana Fiscal A f f a i r s  Study, p. 255.
I t  takes 0 . 49% o f  adjusted gross Income from the lowest income bracket  
and 3 . 57% from the highest income bracket .  As a t o t a l ,  In 19&7 the 
indiv idual income tax took 1.71% of  family  Income.
A somewhat d i f f e r e n t  p ic tu re  can be seen from Table 5* which 
shows data from Montana In 1963 in grea ter  d e t a i l .  Again, th is  tab le  
shows that  the Montana tax is uniformly progressive except In. the high* 
est bracket.
The reason tha t  the d i f fe re n c e  between nominal and e f f e c t i v e  
rates ar ises is because o f  d i f fe rences  in Itemized deductions, exemp­
t io n s ,  and special treatment of  ca p i ta l  gains. This special treatment  
afforded to c a p i ta l  gains is the most Important s ingle  fac to r  creat ing
32
a d i f fe re n c e .
31
BBER, Montana Fiscal A f fa i rs  Study, p. 253.
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However» i f  progression is desirab le  from the standpoint of
equ ity  or  a b i l i t y  to  pay, i t  must be kept in mind tha t ;
A fu r th e r  lesson is th a t  the s ta te  income taxes add l i t t l e  gradua­
t ion  o f  tax ra te s ,  on balance, to the ov e ra l l  tax  system a f t e r  
al lowing fo r  d e d u c t i b i l i t y  fo r  federal  income tax purposes, and 
that  such graduation as may be desired must be found la rge ly  in 
th e . fe d e ra l  income tax.  ^
I t  is fo r  the very reason above, however, tha t  many propose steep 
graduation of s ta te  Income tax rates as a measure of  revenue production.  
The log ic  is that  much more revenue can be generated for  the s ta te  at  
a small pr ice to the taxpayers because o f  the su bs id iza t ion ,  i f  e f f e c t ,  
that  the federal government gives by al lowing the deduction o f  state  
income taxes on the federal  re tu rn .  This would c e r t a in ly  be true  in 
the higher Income brackets ,  but the amount of  addit iona l  revenue to 
be rea l ized  is questionable .
As can be seen from Table 6 ,  i f  add it iona l  revenues are expected 
to be re a l i z e d ,  they are going to have to come from the lower brackets.  
For 1967 , 96% o f  the tax  units  were below $15,000 gross income, repre­
senting 82% o f  the to ta l  adjusted gross income, and yet they paid only  
69% of  the to ta l  tax .  That l e f t  31% o f  the tax to be paid by only 4%. 
of  the tax units  representing only 18% o f  the adjusted gross income.
Those taxpayers in gross income brackets o f  less than $10,000 represented 
89% of  the to ta l  tax  u n i ts ,  had 67% of  the adjusted gross, and paid 51% 
of  the tax.  Obviously, i f  add it iona l  revenues are going to come from 
the indiv idual  Income ta x ,  those taxpayers In the lower income brackets 
are-going to be the ones who w i l l  supply the bulk  of the Increase.
^^Alfred G. Bueh1er, 1986 Wyomîng Tax Study, p. 170.
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table 6
MONTANA INCOME TAX DISTRIBUTION 1967
Cumul a t i ve Percentages
Adjusted Tax Return
Gross 1n come Gross Income Units Tax Paid
$ none 0% 2% 0%
0- 1 ,000 1 13 1
1,000- 2,000 5 26 2
2 ,000- 3,000 10 37 4
3 ,000- 4,000 16 47 8
4 ,000- 5,000 24 56 13
5 ,000- 6,000 32 65 20
6 ,000 - 7,000 42 73 28
7 ,000- 8,000 52 80 36
8,000- 9,000 60 85 44
9 ,000 - 10,000 67 89 51
10,000- 15,000 82 - 96 69
15,000- 20,000 88 98 78
20,000- 28,000 92 99 85
28,000- 50,000 96 99 94
5 0 ,000- 75,000 97 99 97
75,000- 100,000 98 99 98
over 100,000 100 100 100
Sourse; Montana Fiscal A f f a i r s  Study, p. 276.
As stated e a r l i e r  in the t e x t ,  the d e s i r a b i l i t y  o f  the income 
tax  as opposed to some other  means o f  taxat ion  in ra is ing  s ta te  revenues 
was not a concern of  th is  study. In th is  regard, the actual se t t in g  of  
a p a r t ic u l a r  ra te  and the associated revenue is outside the scope o f  th is  
study. However, comparisons can be made with the current revenue gene­
rated by the Montana Income Tax and assuming th a t  these levels  are main­
ta ined ,  some idea can be obtained as to  how the adjusted gross income 
method would funct ion .
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For the years 1966, 1967, and 1968 the s ta te  income tax  receipts  
were $21,111,000; $24,224,000; and $29,574,000 resp ec t ive ly .  See 
Table 3.  For these same years reported federal  adjusted gross income 
by Montana taxpayers was $1 ,365,825,000;  $1 ,413,401,000;  and $1,414,554,000  
resp ec t ive ly .  See Table 7. Using only th is  c r i t e r i a ,  the appropriate  
f l a t  rates necessary to  generate an equivalent  amount o f  revenue would 
be approximately 1.55%, 1.7%, and 2.09%.
Admittedly ,  using the federa l  adjusted gross income f ig u re  is 
somewhat d is to r t in g  since' ce r ta in  modif ications would have to be made 
such as subtract ing in te re s t  on federal  ob l iga t ions  and adding back the 
c ap i ta l  gains exclusion, but i t  is evident th a t  the needed revenue could 
be obtained with a f l a t  ra te  o f  around 2% i f  no allowance was made fo r  
exempt i ons,
Under the proposal of  th is  paper, no special treatment would be 
given to cap ita l  gains or  to  dividends. This would resu lt  in an increase  
in adjusted gross income o f  considerable amounts. The gain on the sale  
of  ca p i ta l  assets included in adjusted gross income on the federal  re­
turns of  1966, 1967, and I 968 were $47,815,000; $49,555,000; and 
$3 8 , 741,000  r e sp ec t ive ly .  See Table 7- Although the e l im in a t io n  of  
the cap ita l  gains exclusion would not have exact ly  doubled the amount 
reported, fo r  the purpose o f  i l l u s t r a t i o n ,  th is  paper w i l l  assume that  
i t  would have.
The disallowance p f  the dividend exclusion would haye increased 
adjusted gross income in I 968 by $3 ,73 6 , 000 ; in 1967 by $3 , 78 7 , 000 ; and 
in 1966 by $4 ,742,000,34
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STATISTICS FOR MONTANA 
1968
(Dollar Figures Are in Thousands)
8
( O '3"
i
3
CD
"nc3.
3"
CD
CD■D
OQ.C
a
o
3
■D
O
CDQ.
■D
CD
C/)
C/)
Total number of Montana returns . . . . . 243,945 Interest received . . . . . . # 111,455
Adjusted gross less d e f ic i ts  . . . . $1,414,554 $64,917
Salaries and wages in gross . . . . . . #198,091 Rent and royalt ies . . . . . . #30,309
$1,041,856 $25,275
Business net p ro f i t  .......................... . . . .  #25,170 Estate and trust income . . . . #2,805
$95,044 $3,227
Farm net p r o f i t  .................................. . . . .  #29,656 Standard deduction , , . . . . #153,911
$71,182 $78,473 J,
Partnership net p ro f i t  ................. . . . .  #13,747 Minimum std. deduction . . . . #90,527 Y
$45,898 $36,430
Sales of capital assets ................. . . . .  #56,051 Itemized deductions . . . . . #87,102
$47,815 $139,519
Domestic and foreign ...................... Taxable income . . . . . . . . # 199,013
dividends received #51,999 $860,774
$40,523 Income tax a f te r  credits . , . #191,785
Dividends in adjusted gross . . . $165,984
$36,787
Source: S ta t is t ic s  of Income 1968 Individual 1ncome Tax Returns, p. 148.
Montana 1967 S ta t is t ic s  of Income 1967 Individual Montana I 966 S ta t is t ics  of Income 1966 Individual
Income Tax Returns, p. 114. Income Tax Returns, p. 141.
Total number of returns . . . . . . . #243,195 Total number of returns , . . .
Adjusted gross Income . . . . . . . $1,413,401 Adjusted gross income ................. . 1 , 365,825
Capital gains .............................. Capital gains ..................................
$49,555 $38,741
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With the added adjusted gross income from above, the f l a t  rate  
necessary to produce an equivalent  amount of  revenue would decrease 
from those e a r l i e r  ca lcu la ted .  For example, in I 968 the adjusted gross 
Income f ig u re  would become approximately $1,466,205,000 and a f l a t  rate  
of  2.02% would s u f f ic e  instead o f  the 2 . 03% rate  f igured before the 
e l im in a t io n  of  the ca p ita l  gains and dividend exclusions.
A problem a r is e s ,  however, when e i t h e r  a deduction or a d i re c t  
tax c re d i t  fo r  exemptions is introduced. The tax c re d i t  is the preferred  
method of al lowing fo r  exemptions, although a deduction coupled with  
a f l a t  rate  amounts to  the same th ing .
in Table 8 the to ta l  number of exemptions and the exemptions for  
each income class are presented. I f  everyone incurred a tax l i a b i l i t y  
equal to or greater  than his tax  c r e d i t  Cor e f f e c t i v e  tax c r e d i t  i f  a 
deduction were allowed fo r  exemptions instead of  a tax  c re d i t )  then a l l  
one would have to do to a r r iv e  a t  needed revenue would be to m u l t ip ly  
the tax c re d i t  times the to ta l  number o f  exemptions and add th is  to  
the needed revenue and then determine the appropria te  f l a t  ra te .
When using a deduction fo r  exemptions instead of a tax c r e d i t ,  
a s l i g h t l y  d i f f e r e n t  procedure would be necessary. For 19^8, to ta l  
adjusted gross income was $1 ,466,205,000 and tax receipts were 
$2 9 , 574 , 000 . In th a t  year 656,410 exemptions were claimed. By allowing  
$1,000 fo r  each exemption the adjusted gross income f ig u re  would be 
• reduced to  $809,795,000. and the appropria te  f l a t  rate  to achieve an 
equiva lent  amount o f  revenue would be approximately 3.7%. Using th is  
r a t e ,  some i l l u s t r a t i v e  tax  l i a b i l i t i e s  are presented in Table 9.
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table 9
TAX LIABILITIES UNDER THE PROPOSAL
(The Following Tax L i a b i l i t i e s  Are 
Family o f  Four)
fo r  a
Federal Proposal Tax Tax as %
Adj.  Gross 3.7% Rate Adj.  Gross
$ 1,000 $ 0 0.00%
2,000 0 0.00
3,000 0 0.00
4.000 0 0.00
5,000 37.00 0.74
6,000 74.00 1.23
7,000 111.00 1.59
8,000 148.00 1.85
9,000 185.00 2.06
10,000 ' 222.00 2.22
12,000 296.00 2.47
15,000 407.00 2.71
20,000 592.00 2.96
24,000 740.00 3.08
The fo l low ing tax  l i a b i l i t i e s  takes into' account the e f f e c t
o f  the disallowance o f  any special treatment fo r  cap i ta l  gains.
Although admit tedly imprecise,  average ca p ita l gains reported on
federal  returns fo r 1968 were ca lcu la ted  fo r  income brackets of $0
to $4,999; $5,000 to  $9,999; $10,000 to $14,999 ; $ 15,000 to $49,999;
and $50,000 to  $499,999.^ The income brackets were taken at t h e i r
midpoints and the average ca lcu la ted  above was added to  adjusted
gross income to al low fo r  the 50% exclusion of  
short term losses.
long-term gains over
$ 2,500 $ 0 0.00%
7,500 131.88 1.76
12,500 319.16 2.55
32,500 1,085.43 3.34
275,000 10 , 601.76 3.86
^S t a t i s t i c a l  Abstract o f  the United States 1970, U.S. Department 
o f  Commerce, Bureau of the Census, U.S. Government P r in t in g  O f f ic e :
Washington, D .C.,  1970, pp. 389, 390.
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Admittedly ,  in the real world things are not that  simple. There 
are many taxpayers whose al lowable exemption would exceed t h e i r  adjusted 
gross incomes. As can be seen from Table 6 ,  approximately 13% of the 
tax return units representing 1% of  adjusted gross income have incomes 
less than $1,000. In a d d i t io n ,  one w ith  a large fam ily  could have con­
s iderab ly  more adjusted gross income and s t i l l  avoid any tax.
Once revenue needs were determined, the actual se t t ing  of  the 
ra te (s )  would id e a l ly  be l e f t  to the State Board of  Equa l iza t ion .  Such 
is the case in Nebraska where the State Board of  Equalizat ion reta ins  
the f l e x i b i l i t y  in the f ix in g  o f  the p a r t ic u l a r  ra te .  The rateCs) would 
be f ixed to achieve the l e g i s l a t i v e  designated revenue by, fo r  instance,  
November 15 as Nebraska does. The reason fo r  al lowing the State Board 
th is  f l e x i b i l i t y  is that  the designated revenue may be obtained more 
exact ly  and any changes in the federal  law or protected income estimates  
could be compensated fo r .
Form
Montana now uses a long-form return resembling the federal  
Form 1040. Use o f  th is  form is necessary mainly because o f  the allowance 
fo r  itemized deductions. A short card-type form, which used to be 
a v a i la b le  to Montana taxpayers who had few sources of income and did  
not i tem ize ,  could be designed to f i t  the needs of most taxpayers i f  
the federal  adjusted gross income method was adopted.
A shortened form would by d e f i n i t i o n  be smaller and simpler.  Less 
time would be needed to v e r i f y  the mechanical accuracy and even p r in t in g  
costs would be reduced.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
“ 58”
A long form supplement would need to be provided fo r  those few 
taxpayers whose special circumstances required more de ta i led  information.
Itemized Deductions
Montana follows the Federal Adjusted Grosss Income Less Deductions 
Method and thereby allows a l l  o f  the fe d e r a l l y  allowable itemized  
deductions w ith  the exception o f  s ta te  income taxes. In addit ion  to  
the above, Montana allows the deduction of  the federal  income tax paid.
The deduction fo r  federal  income taxes has been a longstanding 
problem along with  the disallowance of an income s p l i t t i n g  provision  
for  Montana. The Sta te  Board o f  Equal izat ion recommended the d isa l low ­
ance o f  th is  deduction in t h e i r  reports fo r  the 1954-1956 and 1956-1958 
bienniums and in the 19,66-1968 report  once again mentioned the problem.
By al lowing the federal  tax  as a deduction, many taxpayers 
itemize on t h e i r  s ta te  returns who would not do so otherwise. Obviously,  
th is  increased i tem iza t ion  by taxpayers puts an ex tra  burden on admini­
s t r a t io n ,  requ ir ing  add i t iona l  v e r i f i c a t i o n  and mathematical checking.
The problem was g re a t ly  compounded when many o f  these taxpayers did 
not itemize on t h e i r  federa l  re tu rn .  In 1967, 63% of the Montana tax  
return units took the optional standard deduction on t h e i r  federal
return.  In the same year only 37% took the standard deduction on t h e i r  
35Montana returns. The main reason fo r  th is  was the allowance o f  the 
federal income tax deduction. In e f f e c t ,  the allowance o f  the federal  
tax deduction const i tu tes  a special Montana fe a tu re .  The disadvantage
Montana Fiscal A f f a i r s  Study, p. 270.
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o f  such a feature  has been pointed out before.  The le g is la tu r e  e f f e c ­
t i v e l y  e l im inated  th is  incent ive  to i temize by al lowing the federal  tax  
deduction in addit ion  to the standard deduction. However, i t  is the 
posit ion  of th is  paper that  the federal  tax should not be allowed as
a deduction as expla ined on page 26.
The arguments fo r  and against the other itemized deductions were 
discussed e a r l i e r  on pages 24 to 27 and i t  is believed that these 
deductions should be disallowed. With the exception of the medical 
deduction, the e l im in a t io n  of itemized deductions would Increase pro*' 
g r e s s iv i ty .  See Table 10. This change would increase fa irness among
taxpayers as taxpayers w ith  s im i la r  incomes would have s im i la r  tax
l i a b i l i t i e s  which is not necessari ly  the case with the present income 
tax method.
TABLE 10
ITEMIZED DEDUCTIONS DISTRIBUTION FOR MONTANA 1968
Income Bracket Med i cal Contr ib . In te res t
Federal 
Income Tax
Other
Taxes
$ 0-  3 ,000 5.8%a 2.3% 2.0% 12.0% 3.9%
3,000 -  5,000 3 .5 1.8 2 .6 1 1.1 2 .8
5,000^ 7,500 2 .0 1.8 4 .7 11,8 3.2
7,500" 10,000 1.6 2 .0 4 .0 12.0 3 .2
10,000" 15,000. 1.4 2.1 3 .3 11.8 3.0
15,0007 25,000 1.2 2 .3 2 .5 12.6 2 .0
25 ,000-  50,000 0 .8 3 .0 2.4 16.6 1.7
50,000-100,000 0 .6 3 .8 2 .7 22,8 1.0
o v e r . 1 0 0 , 0 0 0 0 .3 8 .4 2.9 34.3 0 .7
percentages are the percent o f  the deduction to adjusted gross
i ncome.
Source: Montana Tax Studv. Appendix 4 ,  pp. 4 -8 .
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The medical deduction is perhaps the most equ itab le  of  a l l  
deductions, i f  the Leg is la tu re  deemed i t  necessary to al low some r e l i e f  
to taxpayers incurring excessive medical expenses, i t  is recommended 
tha t  such r e l i e f  should be in the form o f  a tax c red i t  and only to those 
su f fe r in g  ex traord inary  expense. The advantages of the tax c re d i t  over 
a deduction is tha t  a l l  taxpayers who incurred equal expense instead of  
large Income taxpayers receiving grea ter  r e l i e f  because of  the e f fe c t  
of marginal ra tes .  This equal treatment is accomplished somewhat now 
through l im i t in g  the deduction by the use of  a f lo o r  based on adjusted 
gross income. What must be kept in mind, however, is that  the e f fe c t  
on taxpayers by d isa l low ing a deduction fo r  medical expenses would be 
minimal considering low s ta te  tax  rates.
Disal lowing itemized deductions would a f f e c t  some 87,102 Montana 
taxpayer u n i ts ,  assuming I 968 le v e ls ,  reducing t h e i r  compliance cost.
This disallowance would also enlarge the tax  base s i g n i f i c a n t l y .  The 
level  o f  deductions fo r  Montana taxpayers is shown in Table 7 and Table 11 
Table 12 shows the expected revenue gain assuming 1965 levels  and rates,  
fusing the i l l u s t r a t i v e  3.7% f l a t  ra te ,  the estimated revenue gain using 
1968 f igures would be $ 5 ,1 6 2 ,20 3 - ]
When one adds the ques t ion ab i1i t y  of the ra t io n a le  behind itemr 
ized deductions to the advantages of  s im p l ic i ty  from both an administra­
t iv e  and compliance point  o f  view, the removal o f  itemized deductions 
seems warranted.
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TABLE 11
FEDERAL INCOME TAX RETURN STATISTICS 
FOR MONTANA 1968
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Montana returns with itemized deductions 
Total number of returns ..............................  #87,102
Adjusted gross in 000 's ............................... $809,856
Itemized dedu ct io ns ...................................   .$139,519
T a x e s ........................................................................#84,763
$46,225
Interest paid . . . . .  ..............................  #63,729
. $ 3 5 ,0 2 2
Home mortgage ...........................................  #39,244
$19,713
Installment purchases .......................... #18,530
$2 ,2 7 6
Contributions ..............................  . . . . .  #75,185
$23,223
Medical ................................................................  #70,566
$22,678
Expenses of employees ..............................  #36,586
$5,471
Al I other  ........................................... $6,832
Of the taxes deducted
Real estate ........................................... #64,4o4
$18,449
Gen. s a l e s .........................   #8 , l4 l
$898 T
State and local income ..................... #73,564
$18,332
Personal property . . . . . . . .  #63,892
$3,788
State and local g a s ............................#73,000
$4,187
All o t h e r ........................................................ $575
Source: S ta t is t ic s  of Income I 968 Individual Income Tax Returns, p. I 7 I .
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TABLE 12
PROJECTED REVENUE GAIN FROM DISALLOWANCE 
OF VARIOUS ITEMIZED DEDUCTIONS 
................................MONTANA 1965............................
Deduction.................... .........Revenue Gain
Percent of  1965 
Income Tax Collections
Medical $ 910,000 4.3%
Contr ibutions ' 1 ,120,000. . 5 .2
In te res t  paid 1 ,660,000 7.8
Federal income tax 6 , 520,000 30.5
Other taxes .................... ............. 1,420,000
Source: Montana Tax Study, Appendix 3 ,  p. 4.
Income S p l i t t i n g
Income s p l i t t i n g  re fe rs  to permission o f  spouses to combine t h e i r  
incomes and then d iv ide  i t  equa l ly  among themselves fo r  income tax  
purposes. A provision in the rates fo r  income s p l i t t i n g  was enacted 
in 1948 by the federal  government as a re su l t  of pressure brought on 
by non-community property s ta tes  to s p l i t  income. This came about 
because of a desire  to minimize the tax  l i a b i l i t y .  With progressive  
marginal ra te s ,  d iv id in g  income and then applying the appropria te rate  
results in a to ta l  lower tax .
C urren t ly ,  Montana does not allow Income s p l i t t i n g .  The result  
of  th is  has been a long-time problem to the adm in is t ra t ive  au th o r i t ie s
^ ^ i b i d . . p. 272 .
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as pointed out In the State  Board of E q u a l iza t ion 's  23rd Biennial  
Réport ;
The Montana personal income tax  law is present ly  structured  
so as to make i t  advantageous to taxpayers to itemize deductions 
and fo r  married couples to f i l e  separate returns when e l i g i b l e .  
Both of these features decrease the e f fec t iveness  of audit ing  
personal deductions, and the separate returns create an inequity  
between married couples s p l i t t i n g  Income and other taxpayers.  
Moreover, add it iona l  inconvenience and expense is incurred by 
taxpayers because of the need to itemize personal deductions and 
f i l e  separate returns in order to minimize t h e i r  legal l i a b i l i t y ,
since the federal  income tax does not o f f e r  the same advantage
to these p rac t ic e s .  For these reasons i t  is recommended that  
l e g is la t io n  be enacted to make i t  advantageous fo r  most taxpayers 
to use standard deductions and fo r  most married couples to f i l e  
j o i n t  returns.
The preceding statement e f f e c t i v e l y  summarizes the d i f f i c u l t i e s  
of both compliance and admin istra t ion  brought on by the disallowance  
of income s p l i t t i n g .  Although provisions in the Montana rates do not 
allow fo r  income s p l i t t i n g ,  what re s u l ts ,  of ten times, is an a r b i t r a r y  
s p l i t t i n g  o f  non-wage income among spouses and an a r b i t r a r y  s p l i t t i n g  
of deductions and exemptions in order to minimize the tax.  C lea r ly ,
the s p l i t t i n g  of  income discr iminates against  the s ingle  taxpayer.
The Montana Tax Study recommended the e l im in a t io n  o f  separate  
f i l i n g  fo r  s p o u s e s . T h e  w r i t e r  a lso recommends the e l im inat ion  of  
separate f i l i n g .  I t  should be noted, however, that  the implementation 
of  an income tax w ith  a f l a t  ra te  would e f f e c t i v e l y  e l im inate  the ad­
vantage o f  f i l i n g  se para te ly .
^^State o f  Montana Twenty-thi rd Biennial Report of  the Montana 
State Board'o'f~Equa1 iz a t io n  (.Helena: State of  Montana, 1968).
^^Wicks, e d . ,  Montana Tax Study, Chap. X, p. 5.
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Capita] Gains
Montana, under the present law, fo llows the Internal  Revenue 
Code in giving special treatment fo r  c ap i ta l  gains. This treatment  
allows the deduction o f  50% of the excess o f  net long-term cap ita l  
gain over net short - term ca p i ta l  loss.
This special treatment fo r  c a p i ta l  gains is supposedly warranted 
because the gains accrue over a span of  times, sometimes many years; 
y e t ,  are rea l ized  at  i r r e g u la r  in te r v a ls .  Because of  the marginal 
rates on income now in e f f e c t ,  th is  i r re g u la r  taxing o f  rea l ized  gains 
resu lts  in the overtaxing of them.
i t  has been suggested th a t  such gains and losses should be 
included in annual income fo r  tax  purposes whether rea l ized  or  not.
The ad m in is t ra t ive  d i f f i c u l t y ,  to say nothing of the g rea t ly  increased 
cost of compliance, would increase unreasonably i f  such a plan were 
augmented. Such a po l icy  would require  the d e ta i le d  l i s t i n g  of  a l l  
taxpayers assets and l i a b i l i t i e s  and an annual appraisal of t h e i r  value 
which is f a r  from being f e a s ib le .  The a l t e r n a t i v e  has been the special  
treatment now is force .
However, the allowance o f  th is  special treatment results  in 
inequit ies  and d is to r t io n s  w ith  respect to the fo l lowing:
1) burdens o f  the income tax.on persons in d i f f e r e n t  income le v e ls ,
2). burdens of  the income tax on persons w ith  the same income le v e l ,  
and gg
3) d is to r t io n  o f  economic decisions which e f fe c t  economic growth.
The fa c t  of  the matter  is that  large ca p i ta l  gains are concen­
t ra te d  in the hands of  high income taxpayers and to remove the special
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
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treatment would not necessari ly  d iscr im inate  against f lu c tu a t in g  in -  
40comes.
P resent ly ,  ten states d|sal low special treatment fo r  cap i ta l  
gains, (See Appendix i ) .  As has been pointed out e a r l i e r ,  the e l i m i ­
nation o f  cap i ta l  gains would increase the tax base and the tax re­
ceipts considerably. See Table 12,
Under the proposal o f  th is  paper no special treatment would be 
given ca p ita l  gains. A l l  gains would be included in adjusted gross 
income. This would, ad m it ted ly ,  necessita te  a modif ication resu lt ing  in 
a decrease in conformity; however, the only addit iona l  adm in is tra t ive  
requirement would be the exchange o f  one more federal  f ig u r e ,  l in e  15a, 
Schedule D, Form 1040, o f  the federal  re turn .
Most o f  the controversy over cap i ta l  gains is eliminated with a 
f l a t  ra te  income ta x .  Use o f  a f l a t  ra te  would be absolute ly non- 
d iscr im inatory  against f lu c tu a t in g  incomes since the tax on the gains 
would be the same whether they were taken in mass in one tax year or  
i f  they were spread out equal ly  over the l i f e t i m e  of the investment. 
Indeed, to a l low special treatment o f  ca p i ta l  gains with the implemen­
ta t ion  of  a f l a t  ra te  income tax would be extremely d iscr iminatory  
against those whose income was not made up of ca p i ta l  gains.
Dividends
Montana also follows the federal  p rac t ice  of allowing a dividend 
exclusion. The f i r s t  $100 of dividend income received is excluded. i f
^^Vficks, ed, . Montana Tax Study, Appendix 3,  p. 1.
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both husband and w i f e  have dividend income a $100 exclusion is a v a i la b le  
to both.
E l im inat ion o f  th is  exclusion would enlarge the tax base and 
consequently tax re c e ip ts .  See page 17. Once again ,  such an e l im ina­
t io n  would require  a modif ica t ion  to the federal  adjusted gross income 
f ig u r e ,  but th is  would require  only the exchange of  one more federal  
f ig u re  which is e a s i ly  a t t a in a b l e ,  l in e  13b, Form 1040, 1970.
Exemptions
Exemptions are allowed fo r  the taxpayer and his spouse and fo r  
each q u a l i fy in g  dependent w i th  add it iona l  exemptions fo r  age and b l in d ­
ness. The ra t io n a le  behind granting exemptions is to  a l low taxpayers 
an exclusion from taxable  income o f  an amount necessary to provide basic  
l i v in g  costs. The exemptions perform the funct ions o f  excluding the 
lowest Income earners from tax  l i a b i l i t y ,  contr ibut ing  to progression,  
(see Table 13) ,  and providing special treatment to large fam il ies  and 
those over 65 and/or b l i n d . T h e  number o f  exemptions and a breakdown 
of exemptions among income classes is presented in Table 8.
An a l t e r n a t iv e  to  the exemption deduction is to use a d i re c t  tax  
c r e d i t .  The d i f fe re n c e  between the two is that  the deduction reduces the  
tax base and because o f  d i f fe re n c e  in marginal rates the tax benef i ts  are 
not uniform among taxpayers; w h i le  a tax  c r e d i t  applied d i r e c t l y  to  
the tax l i a b i l i t y  Is uniform among taxpayers.  I f ,  indeed, the a l low ­
ance fo r  basic l i v in g  expenses is the goal behind exemptions, i t  would
4l
BBER, Montana Fiscal A f f a i r s  Study, p. 271.
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appear tha t  the allowance could best be accomplished by use of a tax  
c r e d i t .  Any ad m in is t ra t ive  op compliance d i f ferences between the two 
methods is minimal,
TABLE 13
THE d i s t r ib u t io n  OF EXEMPTIONS 
A MONTANA 1965
.....Federal Adjusted Qross Income
Amount of Exemption Divided by 
............... Federal Adjusted Gross
$ 0-  3 ,000 71.7%
3 , 000r  5 , 000. 38.9
5 , 000^ 7,500 32.9
7 , 500? 10,000  . 27 .4
10 ,000-  15,000 19.8
15,000- 2 5 ,00 0 . 12.6
2 5 , 000- 50,000 7.7
50 , 000- 100,000 3.7
over 100,000 0 ,5
Source; Montana Tax Study, Appendix 3> p. 4.
Presently ,  Montana follows the federal  pract ice  of allowing a 
deduction from income instead o f  a tax  c r e d i t .  Montana allows $600 fo r  
each exemption with an ad d i t ion a l  $600 fo r  age and blindness whereas 
the federal  government has recent ly  revised t h e i r  exemption rate to
$625.
The immediate observation is that  the $600 or the $625 is an 
u n r e a l is t ic  measure of basic l i v in g  expenses. The proposal of  th is
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paper is to al low $1 ,000. fo r  each exemption claimed on the federal  
re turn .  The $1,000 f ig u re  was chosen a r b i t r a r i l y  as a reasonable e s t i -  
mate o f  basic l i v in g  expenses. The actual amount is a question beyond 
the scope of  th is  paper. With a progressive rate in force ,  a tax  
c r e d i t  is more equ itab le  than a deduction from adjusted gross, but with  
the use of  a f l a t  rate  on taxable income the deduction method also gives 
each taxpayer the same b e n e f i t .  A tax c re d i t  could be determined by 
m ult ip ly in g  the minimum l i v in g  expense estimate by the f l a t  rate  in 
force .  However, such a c r e d i t  would have to be changed with any change 
in the f l a t  ra te  i f  there was an attempt to exclude income to the extent  
i t  is needed fo r  minimum l i v in g  expenses.
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SUMMARY
In Part I , t h e .development of  the s ta te  Income tax was reviewed 
from i ts  s t a r t  in 1901 up to 1970. Then the conformity p r in c ip le  was 
discussed in d e ta i l  showing tha t  conformity to federal methods was a 
desired o b je c t iv e ,  that  i ts  advantages f a r  outweighed i ts  disadvantages,  
and that  there was a growing acceptance of  conformity by the s ta tes .
The three methods of achieving conformity; the Federal Adjusted 
Gross Income Less Deductions Method, the Percent of  federal Tax Method, 
and the federal Adjusted Gross Income Method; were discussed in d e ta i l  
and i t  was the posit ion  of th is  paper that  the federal Adjusted Gross 
Income Method was the p re fe rab le  method o f  obtaining conformity as well  
as possessing inherent advantages o f  i t s  own. The use o f  th is  method 
was shown to re ta in  the des irab le  amount of  s ta te  control over i ts  own 
tax p o l ic ie s  and revenue needs, and yet to maximize the advantages 
offered  by conformity.
In Part I I ,  the Montana Income Tax was reviewed, analyzed, and 
then recommendations were made fo r  changes. The present Montana Income 
Tax was found undesirable  from the standpoint of  adm in is tra t ive  sim­
p l i c i t y ,  ease o f  taxpayer compliance, fa irness  to the taxpayer, and 
revenue poten t i a 1,
An adjusted gross income method was recommended. Such a tax  
would not a l low any special treatment fo r  c a p i ta l  gains or dividends,  
itemized deductions would be d isa l lowed,  exemptions would be allowed 
to the extent of. $1,000 fo r  each exemption claimed on the federal  
return.
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Such a tax method fo r  Montana would reduce adm in is t ra t ive  and 
compliance costs, be f a i r e r  to the taxpayer, have greater  revenue 
p o t e n t ia l ,  and would not impair s ta te  sovereignty.
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I \Â  \f\\n
I cs- X rs- r- 
•W* j g
d
CD w <t>
C O G
O c>Oo G U \ G
;2 CM
i f !
6> O « 0>
§%8 ggg g B
G  CM O  C  G  G
i  I  i ‘see c c c o c o c c c S g o c o So o o o o u ^ o o o o S u ^ o o occcoBc^cccc c e
GO CO G  CO OO COs ! oo.eo eôg g g
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Source; State Tax Guide. Englewood Cliffs, New Jersey; Prentice 
Hall, 1971. Pages 20̂!- to 234, For Method: Independent
Analysis,
As’oreviations :
P - Percent of Federal Tax Method
D - Federal Adjusted Gross Income Less Deductions Method
G - Federal Adjusted Gross Income Method
0 - A state not following any of the above methods,
basically a nonconforming state 
a - adjusted gross income 
g - gross income 
ND - no deduction 
KP - no provision
*10Q?ù indicates that no special treatment is given to capital 
gains - 50?̂  indicates that the state follows the federal rules of 
excluding of the excess of long-term capital gains over short­
term losses,
*^The dollar amounts represent the allowable exclusion per 
week. The federal government limits the exclusion to $75 for the 
first 30 calendar days. No exclusion is allowed if sick pay exceeds 
75% oP normal salary. After the first 30 days the limit is $100, 
Therefore, the $75 fignire under this column indicates that the state 
follows the federal rules.
Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.
” 7 3 "
Notes ;
(1) The Connecticut tax is only on capital gains,
(2 ) Tho New Hampshire tax is only on income from intangibles,
(3 ) The New Jersey tax applies only to New York residents working 
in New Jersey.
(4) The New Hampshire tax is only on income from intangibles,
(5 ) Political contributions are limited to $100 for California and 
Iowa, Contributions to a national party are limited to $50 
for Kansas, $25 for Utah, and $100 for Hawaii, Contributions 
for an in-state campaign are limited to $25 for Arkansas, 
Contributions to a political party or candidate are limited
to $50 for Jlissouri and to $100 for linnesota and Oklahoma,
(6) If the capital asset is.held 18 months or less, 100^ of the 
gain realised on its sale is recognised; if from 18 to 24 
months, 66-2/3^; and if over 24 months, is recognised,
(7) An additional IQ̂ S of adjusted gross is granted for contribu­
tions to South Carolina nonprofit institutions. Also, an 
additional 30^ of adjusted gross is allowed for contributions 
to subdivisions of the state of South Carolina if such con­
tributions are for public use,
(8) A lŷ  of adjusted gross is excluded from the amount of the 
deduction for drugs. This follows the federal rules,
(9) There is no 3% lirait if the taxpayer is over 6 5.
(1 0) The federal treatment is followed,
(11) These states have special top limits if the taxpayer is over
65 .
(1 2) Each spouse filing separately may take lOjb up to a maximum 
of $1,000,
(1 3) Each spouse filing separately may take up to a maximum of
$ 500 .
(14) The state follows the federal rules for tax years starting
in 1971; 13^ or $1 ,500, if less; 1972, 14^ or $2,000;
1973 and after, I57J or $2,000,
(1 5) If spouses file separs.tely, the deduction is limited to $1,000,
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(1 6) Each spouse filing separately gets $250; same if a joint 
return is filed,
(1 7) Hie optional standard deduction is allowed through an 
optional tax tahle,■
(18) The optional standard deduction for a joint return is limited 
to $500.
( 1 9 )
(2 0) Out-state taxes are not deductible,
(2 1) Out-state income taxes are deductible or credited.
(2 2) The deduction is limited to $300,
(2 3) The deduction is the lesser of the tax paid or accrued or
the tax figured by December 31, 1967» federal rates less 
the federal.tax credits,
(24) The federal tax deduction is deductible in addition to the 
standard deduction,
(25) The deduction is limited to $500,
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APPEKDIX II 
PERSONAL INCOME TAXES— RATES, EXEMPTIONS
State and Rate Exemptions
ALA, X-l/2%  1st $ 1 ,0 0 0 ; next $ 2 ,0 0 0 ;
4-1/2^ next $2,000; 5^ bal.
ALASKA 16% of federal tax
ARIZ. 2% 1st $ 1 ,0 0 0 ; 2d $ 1 ,0 0 0 , 4^
.3d $ 1 ,0 0 0 ; 5%  4th $ 1 ,0 0 0 ; 5th $ 1 ,0 0 0 ;
7^ 6th $1,000; 8% bal.
ARK. 1%  1st $2,999; 2-1/2% next $3,000; 
3-1/2%  next $3,000; 4-l/2^ next $6,000;
6% next $10,000; 7% bal,
CALIF, 1% 1st $ 2 ,0 0 0 ; $20 + 2%  1st $1,500; 
$50 + 3^  2d $ 1 , 5 0 0 ; $95 + 4$S 3d $1 ,5 0 0;
$155 + 5%  4th $ 1 , 5 0 0 ; $230 + 6%  5th 
$1 , 5 0 0 ; $320 + 7% 6th $1 , 5 0 0 ; $425 + Q%
7th $ 1 , 5 0 0 ; $545 + 9%  8th $ 1 , 5 0 0 ; $680 
+ 1C% bal,
COLO, 3% 1st $1,000; 3-l/2^ 2d $ 1 ,0 0 0 ;  
li-% 3d $1 ,0 0 0; Ur-1/2%  4th $1 ,00 0; 5%  5th 
$1 ,0 0 0; 5-1/2%  6th $1 ,0 0 0; 6%  ?th $1 ,000;
6-1/2%  8th $1 ,0 0 0; 7^ 9th $1 ,0 0 0; 7-l/2^ 
10th $1 ,00 0; 0% bal.
com. 6% Min. $5
DEL. 1-1/2%  1st $1,000; 2%  2d $1,000; 3^
3d $1 ,00 0; U-%0 4th $ 1 ,0 0 0 ; 5% 5 th  $ 1 ,0 0 0 ;
6% 6th $1 ,00 0; 7%> next $2 ,00 0; 8%. next 
$2 2,0 0 0; 9% next $2 0 ,0 0 0; 10^ next $5 0,00 0; 
11^ bal.
GA. Ifo 1st $1,000; 2%  next $2,000; 3^ next 
$2 ,000, W%  next $2 ,00 0; 5%o next $3 ,0 0 0;
6% bal.
S-$l,500; M-$3,000  
H -$3 ,00 0 ;  D-$300
(1)
S-$1,000; M-$2,000 
H-$2,000; D-$600 
B-$500; A-$1,000
s -$ 17, 50 ; M-$35
h-$35; D-$6
B-$17.50 (2)
S-$25; M-$50
H-$50; D-$8  
E-$8 ; B-$ 8 (2 )
S-$750; M-$1 ,500  
D-$750; B-$750 
A-$750; E-$750 (3)
None
S -$600; M-$l,200 
D-$600; B-$600 
A-$600; E-$600 
H-$300
S-$l,500; M-$3,000 
H-$3,000; D-$600 
B-$600; E-$1,200; 
A-$600
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APFSKDIX II— Continued
State and Rate Exemptions
HAW. 2.25/^ 1 s t $500; $11,25 + 3 .2 5^
2d $5 0 0; $2 7 .5 0 + 4.5^ 3d $5 0 0;
$50 + S% 4th $5 0 0; $75 + 6 .5?S next 
$1,000
IDA. 2.5^ 1 s t $1,000; %  2d $1,000; 6^
3d $1 ,0 0 0; 7^ 4th $1 ,0 0 0; 8^ 5th $1 ,00 0;
9^ bal.
ILL. 2-1/2^
IND. 2%
IOWA 3/4^ 1st $1,000; 1-1/2^ 2d $1,000; 
2-l/4ÿ2 3d $1 ,0 0 0; 3fo 4th $1 ,00 0; 3-3/ ^  
next $3 ,0 0 0; 4-1/2^ next $2 ,00 0; 5-l/4^ 
bal.
KAN. 2% 1st $2,000; $40 + 3-1/2^ next 
$1 ,00 0; $75 + 4^ next $2 ,00 0; $155 + 5% 
next $2 ,00 0; $255 + 6-1/2^ bal.
KY. 2^ 1st $3,000; Jfo 4th $1,000; 4^ 5th 
$1,0 0 0; 5^ next $3 ,000; bal.
LA. 2^ 1 s t $10,000; h% next $40,000; Ùfo 
bal.
HE. 1% 1st $2,000; $20 + 2% next $3,000; 
$80 + 3^ next $5 ,00 0; $230 + next 
$1 5,0 0 0; $830 + S% next $2 5,0 0 0; $2,080 + 
hfo bal.
HD. 2% 1st $1,000; Jfo 2d $1,000; 4^ 3d 
$1 ,0 0 0; S% bal.
( 4 ) ;  B-$5,000
(4 )
S-$1,000; M -$2,000  
D-$1,000; A-$1,000 
B-$1,000; E-$1,000
S-$1,000; M-$1,000 
D-$500; B-$500 
A-$500; E-$500
s -$ i5  (2 ); M-$30 (2 ); 
H-$ 3 0  ( 2 ) ;  D-$10 (2); 
E-$ 1 0 (2 ); B-$15 (2 ); 
A-$15 (2 )
S-$600; M-$l,200 
D-$600; B-$600 
E-$600; A-$600
S-,20; M-$40 
D-$20; A-$20 
B-$2 0(2 ); E-$ 20 (2 )
S-$2,500; H-$5,000 
H-$5,000; D-$400 
B - ( 5 ) ;  E-$400
S-$1,000; M -$2,000  
D-$1,000; A-$1,000 
B-$1,000; E-$1,000
S -$800; M-$1,600; 
D-$800; B-$800 (6 
E-$800; A-$SOO (6
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appendix II— Continued
State and Rate Exemptions
rlASS, Int. & Div., 8%; annuities, 2^; 
business or employment, 4^; intangible gains,
MCCH. 2,6fo
l'ŒNN, 1.5^ 1st $500; 2^ 2d $500; 3% 2d 
$1,000; 5% 3d $1,000; 6fo 4th $1,000; 7%
5th $1,000; 8% next $2,000; 9^ next $2,000; 
10^ next $3 ,5 0 0; 11^ next $7 ,5 0 0; 12^ bal.
mss. 30 1st $5,000; 40 bal.
ÎIO. 10 if taxable Income is $1,000 or 
less; 1-1 /2 0  $1,000.01-$2,000; 20 
$2,000.01-$3,000; 2-1/20 $3,000.01- 
$5,000; 30 $5,000.01-$?,000; 3-1/20 
$7,000.01-$9,000; 40 over $9,000
MONT. 20 1st $1,000; 30 2d $1,000;
40 next $2,000; 50 next $2,000; 60 
next $2,000; 70 next $2,000; 30 
next $4,000; 90 next $6,000; 100 
next $1 6,00 0; 110 bal.
NUB. 1;^ of federal income tax
N.H. 4-1/40 
40
N.J. 20 1st $1,000; 30 next $2,000;
40 next $2,000; 50 next $2,000; 60 
next $2,000; 70»next $2,000; 80 
next $2,000; 90 next $2,000; 100 
next $2,000; 110 next $2,000; 120 
next $2,000; 130 next $2,000; 140 
bal,
N.M. 10 1st $500; $5 + 1.50 2d
$5 0 0; $1 2 .5 0 + 1.50 3d $5 0 0; $20 +
20 next $5 0 0; $30 + 2.50 next $1,000;
$55 + 30 next $1,000; $85 + 3.50 
next $1,000; $120 + 40 next $1,000;
$160 + 4.50 next $1,000; $205 + 50
next. Ai_onn
(7); S -$ 2 ,0 0 0 ; 
M-$2,600; D-$600; 
B-$2,000; A-$600; 
E-$600 (8)
S-$1,200; M-$2,400; 
D-$l,200; E-$l,200; 
A-$l,200; B-$l,200
S-$19 (2 ); M-$38 (2 ); 
B-$20 (9 ) (2 ); H-$38
(2 ); D-$19 (2); A-$ 2 0  
(9 , 2 ); E-$19 (2 )
S-$4,000; M-$6,000 
H-$6,000
S -$ l,2 0 0 ;  H-$2,400 
M -$2,400; D-$400
S-$600; M-$l,200 
D-$600; B-$600 
A-$600; E-$600
(1)
$600
$2,000
(10 )
( 4 )
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APPEÀTDIX II— Continued
State and Rate Exemptions
K.Y. 2^ 1st $1 ,0 0 0; 3^ next $2 ,000; k-% 
next $2 ,0 0 0; next $2 ,00 0; next 
$2,000; 7^ next $2 ,00 0; next $2 ,000; 
9fo next $2 ,00 0; 10^ next $2,000; llfS 
next $2 ,0 0 0; 12^ next $2 ,0 0 0; 1^% next 
$2 ,0 0 0; Uvfo bal,
R.C. Jf. 1st $2 ,0 0 0; next $2 ,00 0;
5/2 next $2 ,00 0; 6^ next $4,000; 7^ 
bal.
N.D. 1% 1st $3 ,000; Zfo next $1 ,00 0; 
y/o next $1 ,00 0; 5^ next $1 ,00 0;
7-1/2^ next $2 ,000; 10^ next $7 ,00 0; 
11^ bal.
OKLA, \% 1st $1,500; 2.% next $1,500; 
yi next $1 ,5 0 0; k-% next $1 ,5 0 0; 5^ 
next $1 ,5 0 0; 6% bal,
ORE. h% 1st $500; $20 + y/o next $500; 
$45 + &/ next $1 ,0 0 0; $105 + 7/ next 
$1,000; $175 + Wo next $1,000; $255 + 
y/o next $1 ,000; $345 + 10^ bal,
P.A. 3.5^
R.I, 20^ of 1 /2  federal tax 
10^
S.C. Z% 1st $2,000; J/ next $2,000; 
k/ next $2 ,0 0 0; next $2 ,00 0; W> 
next $2,00 0; 7% bal,
TSKII. 6/
UTAH 2/ 1st $1,000; 3/ 2d $1,000; U/ 
3d $1 ,00 0; 5% 4 th  $1 ,0 0 0; 6/ 5th 
$1 ,0 0 0; 6-1/2% bal,
VT, 23% of federal income tax
(10)
S-$1,000; M-$2,000 
H-$2,000; D-$600; 
B-$1,000; E-$600; 
A-$1,000
S-$600; K-$1 ,500  
H-$l,500; D-$600; 
A-$600; B-$600; 
E-$600
S-$1,000; M-$2,000 
H-$2,000; D-$500; 
S-$500
(4)
( 4 )
(1)
S-$800; M-$1,600 
H-$1,600; D-$800; 
A-$800; B-$8o6 ; E-$800
None
S-$600; M-$l,200 
D-$600; 3-$600 
E-$600; A-$600
(1)
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APFSKDIX II— Continued
State and Rate ExemptionE
VA. 2$ 1st $3,000; Jfo next $2,000;
5% Dal.
VI. VA, 0-$2,000, 2.1^; $2,000.01-$4,000,
$^2 _  2.37- over $2 ,00 0; $ 4 ,0 0 0 .0 1 -$ 6 ,000,
$88 + 2 .8 ^  over $ 4 ,0 0 0 ; $6 ,000.01-$8 ,000, 
$144 + 3.20 over $6 ,0 0 0; $ 8 ,0 0 0 .0 1 -$ 1 0 ,000, 
$208 + 3.50 over $8 ,00 0; $ 1 0 ,0 0 0 .0 1 -  
$12,000, $278 + 40 over $ 1 0 ,0 0 0 ; $12,000.01- 
$14,000, $358 + 4.60 over $12 ,000
VUS. 2.70 1st $1,000; 2.950 2d $ 1 ,0 0 0 ; 3.20 
3d $1 ,0 0 0; 4,20 4th $1 ,00 0; 4,70 5 th  $ 1 ,0 0 0 ;
5.20 6th $ 1 ,0 0 0 ; 5.70 7th $1,000; 6.70 8th  
$1,000; 7.20 9th $1,000; 7.70 10th  $1,000;
8 .2 0 11th $1 ,00 0; 8.70 12th $1 ,00 0; 9 .2 0  
13th $1 ,0 0 0; 9,70 14th $1 ,000; 100 over 
$14,000
S -$ 1 ,0 0 0 ; i:-$2,000;
H-$1,000; D-$300; B-$600; 
A-$600; E-$300
S-$600; M -$ l,2 0 0 ;
D-$600; H; B-$600;
A-$600; E-$600
S -$10; I':-$20; H -$20; 
D-$10; A -$5; E-$10 ( 2 )
Source: Copyright 1971 By Prentice-Hall Inc,
State Tax Guide
Notes ;
■(1 ) Federal personal exemptions automatically allowed,
(2 ) Credit against tax.
(3 ) Credit $7 times personal exemptions (not Age or Blind), Also, 
added $750 for mentally retarded dependent,
(4) Allows each IRC(B I5 1) exemption: $625 1970; $650, 1971;
$700, 19 72; $750, 1973 and after,
(5 ) Extra $1,000 if blind, disabled, or mentally retarded; 
similarly, dependents,
(6 ) Additional $800 for dependent 65 or older. Added $800 
for blind spouse.
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(7 ) Against business incone only. Against other incone from all 
sources; If gross Income not over $2,000 if single, or com­
bined. gross not over $^600; if married, exemption of $2,000 
allowed. Annuity exemption is unused business exemptions,
(8) Credits against to::: taxpayer, $4 spouse, $8 each 
dependent— if income not over $^^000 (spouses* combined 
income $^,000; must file jointly for credits),
(9 ) Additional credit for spouse; ago $20; blind $25.
(1 0) Also, credit against tax; S-$25 ($10 pre-l-l-fO); Ii-$12,50 
on each separate return or $25 jointly; H-$2 5.
Abbreviations ;
S - single
M - married
H - head of family or household
T - taxpayer
D - dependents (each)
B - blind (addtl.)
A - age 65 min. (addtl,)
E - education— student dependent
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APPENDIX III
MONTANA ADiaNlSTRATTVE COSTS
Tlie following data shows expenditures for the State Board of Equalization, For the 19?0 
fiscal year, the State Board is asking for an additional $128,000 to expand audit activity to cover 
the salary cost of five more auditors, one more typist, one part-time clerk-typist, five part-time 
clerks, the cost of auditor's travel expense, and cost of required equipment.
State Board of Equalisation 
Budget Data;
Employees FTS
Programs ;
Gen, adm.
Income à corp, lie,
Motor fuel
Cigarette enforcement 
Properly 
I nil eri tance
Store 7 tobacco lie, taxes 
Total
Objects;
Salaries & wages 
Employeo benefits
Total personal services
Supplies and materials 
Communications
1968
10^1.58
$223,875
506,769
152,186
0
0
0
0
$882,830
$589,057
47,740
$636, 7^
$ 27,561 
28,159
1969
104.58
$229,017
571,338
166,045
0
0
0
0
$966,400
$630,307
32,477
$682,784 
$ 33,463
47,331
1970
116,87
$ 349,507 
371,338 
■ 193,612 
18,060
0
0
0
$1,152,212
$ 729,411
72,023
$ ' 801,43^1-
33,273
38,299
Anticipated
1971
119.50
$ 408,782
390,599
205,500
23,069
0
0
0
$1 , 227,946
$ 776,376
77,728
$ 854,104
$ 44,102
69,930
Recommended
1972
132.73
$ 193,628 
807,599 
206,502
0
126,949 
49,370
84.293 
$1,524,346
$ 910, 6#  
$1,005,801
$ 42,800
63,863
1973
133.73
$ 203,203
815,466
270,200
0
33,333
30,385
86,940
$1 , 339,949
$ 962,181 
99,336 
$1,061,51?
$ 42,730 
64,365
I
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Utilities 
Travel
Contractor ser/ice 
Special fees 
Repairs & miscellaneous 
Total operations 
Capital : eq̂ uipment
Total objects
Incoi.ic Tex Division;
Eraployee FTS 
Personal Services 
Operations 
Capital
Total
Number of returns filed
Number of returns processed
Del, & additional tax collections
1968
$ 42
33,464
136,749
571
3.910
$230,456
15,577
$882,830
57,50
$357,983
146,6O8
2,178 
$506,769
1966
2617000
144,724
$554,193
1969
$ 0 
29,214
160,170
289
2,363
$274,830
8,786
$966,400
57.50
$378,577 
189,397 
3,424
$571,338
1970
11
52,169 
170, 
4,373 
2 ^ 6 3
$ 320,632
30,146
$1,152,212
58.91
365,677
210,593
14,763
Anticipated
1971
$
65
58,389
172,713
7,650
3 ^
356,474
17,368
$1,227,946”
$" 591,033 
1969 
2747000 
165,999 
$873,611
59.25 
$ 382,059 
200,855
, ____
$ 590,599
Rpcom'cnr^ed
1972
$ 0 
66,200 
315,370
4,535
2,850
$"^957620
28,925
$1,524,346
66,50 
$ 46l,3^^9 
339,350 
6,900
$ 807,599
1973
$ 0 
70,950 
307,435 
1,750
 2, ^
$ 490,100 
8,332 
$1 , 559,949
66,50 
$ 483,389 
331,470
607
$ 815,466
1970
2807T O
164,373
$1,057,434
I03to
I
Source: Anderson, Forrest H,, Executive Budget State of Montana, 1971,
pages 1, 70, & 72, Helena, Montana,
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APPEKDIX IV
COÎ-lPLIANCi: COSTS FOR MONTANA
The compliance costs of the individual, income ta:c have "been 
estimated as being of the tax liability. Another study showed
such costs for the media^ taxpayer as being $ ^ ,6 0 or 7,Q^ of the tax­
payer’s state liability.
Income
Bracket
Average
Record
Keeping
Average
Filing
Cost
Average 
'Remit 
Cost
Total
Average
Cost
Average Total Cost as 
a Percent of Average 
Total Tax Paid
Individual Estimates ;
0-3000 0.00 7 .1 3 5.20 12.33 189.4#
3-5000 0.00 4.86 2 .7 0 7 .5 6 27.5#5-7500 5,39 5.22 1 ,76' 12.37 2 1,8#
-10000 1 5 .3 3 9 .0 5 2 .5 0 26 .88 2 5.4#
-15000 7.93 12,40 4,99 2 5 .32 4.4#
-25000 21.24 2 5 .4 4 8 .8 6 5 5 .5 4 10.6#
-50000 15 ,22 14,90 2 0 .1 3 50 .25 4,4#
over 50000 
Using Avers
0 ,0 0  
-ge Hourly
2.75
Uage :
34 ,19 3 6 .91 2 .1# 
wtd, avg, 44,8#
0-3000 0 .0 0 6 .6 9 5 .2 0 11.89 181,8#
3-5000 0 .0 0 9.39 2 .7 0 12 ,09 4 3.5#
5-7500 3 .1 3 6 ,9 6 1 .7 6 11.85 20.2#
7500-10000 5.40 12 .05 2 .5 0 19 .95 20.6#
-15000 7.98 1 2 .2 1 4.99 25.18 3,4#
-25000 2 8 .5 2 . 27.18 8,86 64 ,56 12.8#
-50000 35.42 6 7 .9 7 20 ,13 123 .52 10.5#over 50000 0,00 1 0 ,4 9 3 4 .1 9 44,68 2.5#
wtd, avg, 62#
Source: Killworth, Michael N,, Administrative and Compliance Costs
of Montana, Taxes, University of Montana, I'lissoula, 19o?,
^Montana Tax Study, B3BR, part IV, page 17.
‘"Uicks, John H., ”To.xpayer Compliance Costs from the Montana 
Personal Income Tax," The Montana Business Quarterly, BB2R, University 
of Montana, Missoula (fall 19&5), ^Q-^l,
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